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Bar Association explains weak spots 


in corporate sections of 1954 Code 


by COMMITTEE ON TAXATION, ASSOCIATION 


OF THE BAR OF THE City oF New York 


Anexcellent commentary on how Subchapter C works, plus specific documentation of weak spots in the 


Code, are by-products of the bar committee’s work in preparing recommendations for amendment of 


the law. 


a particular client. 


This analysis, by exposing weaknesses and ambiguities, may yield unforseen advantage to 


Believing that the committee's analysis can be read to considerable advantage by 


every tax man, we present here that part dealing with Subchapler C. 


emer TAX MEN and government personnel are 
working on changes in the 1954 Code. One singu- 

larly well-qualified group of tax men, the committee on 

taxation of the Association of the Bar of the City of 

New York, urges the following revisions in the corpo- 

rate provisions. 

Distributions of property 

Section 301 is the first of several sections which 
must be considered together in approaching the 
troublesome problem of the treatment of dividend 
distributions made in property which has appreciated 
or depreciated in value at the time of distribution as 
compared with its cost to the corporation. 

Section 301 deals with Matrtbutions by a corpora- 
tion to shareholders with respect to its stock. Sub- 
section (b) provides the rules for measuring the 
Subsection (b)(1)(B) 
provides that in the case of a distribution to a corpo- 
rate shareholder the amount of the distribution shall 
be the amount of the money received plus the lesser 
of the fair market value or the adjusted basis in the 
hands of the distributing corporation of other prop- 


amount of any distribution. 


erty distributed. While the rule intended is satisfac- 
tory, there is a technical drafting error in the reference 
to “the adjusted basis,” since it is not specified whether 
adjusted basis for determining gain or adjusted basis 
for determining loss is to be used. Adjusted basis for 
determining gain is no doubt intended and the pro- 


posed regulations have attempted to, correct this 


minor technical defect. Nevertheless, it appears de- 
sirable to clarify the statute itself by a technical 
amendment. Similar problems which arise under sec- 
tions 301(d) (2)(B), 311(c), 312, and 357(c) should 
also be eliminated. 

Section 311 provides, with certain exceptions, that 
gain or loss is not recognized (and hence is not taxed ) 
to a corporation upon the distribution of property with 
respect to its stock, thus confirming the result in Gen- 
eral Utilities & Operating Co. v. Helvering, 296 U.S. 
200 (1935). Section 312, determining the effect of 
distributions on earnings and profits, specifies limited 
circumstances under which earnings may be increased 
by the unrecognized appreciation in property distrib- 
uted. In general, however, the appreciation or depreci- 
ation does not affect earnings and profits, and under 
section 312 they are merely reduced by the adjusted 
basis of the property distributed. 

Section 316 defines the term “dividend” to mean any 
distribution by a corporation to its stockholders out of 
its earnings and profits. Under section 312 earnings 
are reduced with reference to the basis of the property 
distributed. One reading of section 316 is that the 
extent to which a distribution is a dividend is deter- 
mined by the extent (expressed as a percentage) to 
which there are earnings and profits sufficient to cover 
the basis of the property distributed. Another reading 
would limit the amount of the dividend to the earn- 
ings and profits available. The point becomes signifi- 
cant upon a reconsideration of section 301, which con- 
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trols the taxability to the stockholder. Subsection (b) 


determines the amount distributed and subsection (c) ° 


the amount taxable. The former provides that in the 
case of noncorporate shareholders the amount of the 
distribution is the fair market value of the property 
distributed. The latter provides that the portion of 
the distribution which is a dividend as defined in 
section 316 shall be included in gross income. But the 
results will differ depending on which of the construc- 
tions of the section 316 definition of “dividend” is 
adopted. 

Consider, for example, a corporation with earnings 
and profits of $10,000 which distributes property 
having a basis of $7,500 and a fair market value of 
$15,000. The House Committee Report at page A94, 
indicates that the dividend taxable to an individual 
stockholder would be limited to the earnings and 
profits, in this case $10,000. The Senate Committee Re- 
port, in an example on page 248, reaches the same 
result, although it recognizes that after adoption of 
the House Committee Report two Circuit Courts re- 
versed the Tax Court to conclude in the Hirshon and 
Godley cases that the full market value was taxable as 
a dividend since the earnings were sufficient to cover 
the basis of the property distributed and hence the 
distribution was entirely out of earnings. Despite these 
expressions of Congressional intent, however, section 
1.316-1(a)(3) of the proposed regulations concludes 
that in the above example.the amount of the dividend 
is the fair market value of the property, $15,000. 

Our Committee recommends that the uncertainties 
in this area be resolved. There are several possible 
solutions: 

One, which appears to have been intended by Con- 
gress, is clearly to limit the amount of the dividend 
taxable to the stockholder to the amount of the earn- 
ings and profits. 

\ second, apparently endorsed by the Internal Rev- 
enue Service, is to compare the basis of the property 
distributed with the earnings and profits to determine 
what proportion of the distribution is out of earn- 
ings and profits, and then to tax to the individual 
stockholder that proportion of the fair market value 
of the distribution. 

\ third might be to adopt the first solution outlined 
above but further to provide that where property 
which has a value different from its basis is distributed 
by a corporation, the corporation’s accumulated earn- 
ings and profits as of the beginning of the taxable year 

(but not its taxable income ) should be increased by 
any appreciation in value or decreased (but not below 
zero) by any depreciation in value. In essence, this 
would extend the application of the rule which section 
312(b) now prov ides with respect to appreciation in 
inventory assets. The distribution itself would then 
reduce earnings and profits (but not below zero) by 
the market value of the property. Dividends to corpo- 
rate shareholders would continue to be taxable to 
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them, and would effect a net reduction in earnings and 
profits, in an amount not in excess of the basis to the 
distributing corporation as presently set forth in sec- 
tion 301(b)(1)(B). 


Distributions in redemption of stock 


Section 302 provides special rules with respect to 
the tax treatment of corporate distributions in redemp- 
tion of stock. By a definition, contained in section 
317(b), it is made clear that corporate redemptions 
include all acquisitions of stock by a corporation in 
exchange for property, whether or not the stock is 
cancelled or redeemed. Section 302, which replaces 
section 115(g)(1) of the 1939 Code, provides that 
amounts distributed in redemption shall be treated as 
in part or full payment in exchange for the stock, if 
specific requirements contained in paragraphs (1) to 
(4) of subsection 302(b) are also complied with. The 
distribution may otherwise be treated as a dividend 
under section 301. 

Section 302(b)(1). Not essentially a dividend— 
Paragraph (1) of subsection 302(b) provides that the 
redemption rules shall apply if the redemption is 
not essentially equivalent to a dividend. The Senate 
Committee report, page 233, states that it was intended 
“to incorporate into the bill existing law as to whether 
or not a reduction [in stock] is essentially equivalent 
to a dividend under section 115(g)(1) of the 1939 
Code, and in addition to provide three definite stand- 
ards in order to provide certainty in specific instances.” 
This intent is made explicit by the provisions of sec- 
tion 302(b)(5) that “In determining whether a re- 
demption meets the requirements of paragraph (1), 
the fact that such redemption fails to meet the require- 
ments of paragraph (2), (3), or (4) shall not be taken 
into account.” There are indications, however, that 
the Internal Revenue Service may interpret section 
302(b)(1) more narrowly than its predecessor, sec- 
tion 115(g)(1) of the 1939 Code. Although section 
302(b)(1) nowhere refers to “ownership of stock”, 
the proposed regulations, section 1.302-1, provide 
that the attribution rules of section 318(a) are ap- 
plicable to section 302(b)(1). These rules are more 
comprehensive than the rules attempted to be applied 
by the Internal Revenue Service under section 115(g)- 
(1) of the 1939 Code. Compare a proposed amend- 
ment to Reg. 111, section 29.115-9, 16 Fed. Reg. 10312 
(1951), which was never adopted and which was with- 
drawn, 19 Fed. Reg. 7159 (1954), after the approval 
of the 1954 Code. 

There are many redemptions which, although they 
fail in one respect or another to meet the technical 
requirements of subsections (2), (3), or (4), involve 
facts clearly indicating that they are not substantially 
equivalent to a dividend. For example, if preferred 
stock which a father purchased for cash at par is 
redeemed in part by lot through a sinking fund, it 
should not be disqualified as a distribution not sub- 
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stantially equivalent to a dividend. because his son 
independently acquired and held shares of the com- 
mon stock. 

Under. the circumstances our 
mends that section 302(c)(1) be amended to exclude 
section 302 (b)(1) from the operation of section 318- 
(a), and that the Congress take the opportunity more 
plainly to express its intention that section 302(b) (1) 
merely incorporated section 115(g)(1) of the 1939 
Code as previously interpreted. 

Section 302(b)(2). Substantially disproportionate 
—Paragraph (2) ) provides that the 
redemption rules shall apply to so-called “substan- 
tially disproportionate” distributions. Under this para- 
graph the general redemption rule is applicable if 
(1) a shareholder owns after redemption less than 
50% of the total combined voting power of all classes 
of voting stock, (2) the share of the voting stock of 
the corporation then owned by him is less than 80% 


Committee recom- 


) of subsection (b) 


of the share he owned immediately before the redemp- 
(3) the same 80% test is met with respect to 
all common stock of the corporation (voting or non- 


tion, and 


voting ) using fair market values where there is more 
than one class of common stock. 

While the general objective of this provision is 
and 80% 
requirements raise technical problems. The statute 


clear enough, the applications of the 50% 


indicates that whereas the 50% test relates to voting 
power, the 80% test relates to voting stock, and that 
only in specified circumstances is the latter measured 
by fair Although not entirely 
it seems likely that in all other cases the 80% 
to be based on voting power. The criterion is not easy 
to apply, however. Voting rights may differ by class 
of stock on differing issues, such as election of direc- 


market value. clear. 


test is 


tors, sale of assets, liquidation, etc. Voting may be 
cumulative or noncumulative. It may be that the 
tests should be expressed in terms of the ability of the 
shareholder by his own vote to elect a specified per- 
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centage of the directors. In any case, statutory clarifi- 
cation is indicated. 

The requirement that the shareholder's ownership 
of common stock also meet the 80% test suggests that 
if a stockholder owning only voting preferred stock 
has more than 20% of it redeemed he still will not 
obtain the benefits of section 302(b) (2). The require- 
ment as to common stock should be made inapplicable 
where no common stock is held. 

The tax treatment of simultaneous sales and re- 
demptions of all of the stock of a single shareholder 
under the 1939 Code has not been settled. The new 
law does not clarify this problem. Despite the Circuit 
Court decision in Zenz v. Quinlivan, 213 F. 2d 914 
(6th Cir. 1954), in favor of the taxpayer and the quali- 
fied abandonment of the issue by the Internal Revenue 
Service [Rev Rul. 54-458, I. R. B. 1954-42, 15], the 
matter should be laid to 
statute. 

Section 302(b)(3) and (c) (2). All stock redeemed 
—Under section 302(b)(3) the redemption rule is 
made applicable to cases in which all of the stock of 
the shareholder is redeemed. However, in determin- 
ing whether the redemption included all stock owned 
by the shareholder the attribution rules of section 
318(a) are applied except that the family ownership 
rule is not applied if the distributee retains “no interest 
in the corporation (including an interest as officer, di- 
rector, or employee), other than an interest as a 
creditor,” and if certain other conditions are met. 
The rule as to termination of interest is unrealistic 
and uncertain in its operation. If it was intended to 
foreclose the retiring stockholder from continuing to 
exercise control over corporate affairs, it will hardly 
succeed because in the closely held corporation desig- 
nation of the retiring stockholder as an office 
tor, or employee is scarcely necessary. If, 


rest by regulations or by 


r, direc- 
, as seems 
more likely, it was intended to prevent retention of 
an economic interest similar to that of a stockholder, 
fluctuating with the welfare of the corporation, the 
term “interest” seems adequately descriptive. In any 
event, retention of the services of the former stock- 
holder as an officer, director, or employee at a fixed 
salary would not seem offensive. It is recommended 
therefore that the parenthetical phrase “(including 
an interest as officer, director, or employee )” be elimi- 
nated from section 302(c)(2)(A)(i). 

The prohibition of section 302(c)(2)(A) against 
reacquisition of any interest for ten years appears to 
include stock interests attributed under section 318 
(other than by family relationship). Thus acquisition 
of stock by a trust, estate, or partnership in which the 
distributee has any interest might cancel the original 
eligibility for redemption treatment. See proposed 
regulations, section 1.302-4(f). The proposed regula- 
tions clearly imply that even a reacquisition of stock 
through foreclosure of a pledge to secure payment 
therefor will result in retroactive disqualification of 
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the redemption. Subsection (c) also requires, gen- 
erally, that the ex-shareholder must not, within ten 
years prior to the redemption, have transferred stock 
to or acquired stock from a relative whose remaining 
stock would be attributed to the ex-shareholder under 
section 318(a). These prohibitions against acquisi- 
tion or disposition do not apply if it can be shown that 
the transfer or acquisition was not motivated by tax 
avoidance purposes. This whole structure appears 
both too complicated and too arbitrary to be justified 
by its objectives. It would seem that subsection (c)- 

2) might be replaced in its entirety by 
of rules, 


a simpler set 
Under the 1939 Code, the administrative 
authority developed under a regulation of similar im- 
port appeared adequate to deal with the problem, 
except possibly as to ownership attribution, a defect 
which can be supplied by a properly revised section 
318 of the present law. In any event, simplication of 
the present rules appears both practicable and de- 
sirable. 


Redemption with related corporations 


Section 304(a)(2) of the 1954 Code has the effect of 
continuing the provisions of section 115(g)(2) of the 
1939 Code with respect to acquisitions by a subsidiary 
of stock a controlling parent. The transaction is 
treated as a redemption of the stock sold, and in de- 
termining whether the redemption is a dividend the 
earnings of the company whose stock was sold must be 
taken into account. Section 304(a)(1) was apparently 
intended to extend the concept to sister-corporation 
cases in which the stock of one corporation is ac- 
quired by another where both corporations are in the 
control of the same person or persons. In such cases 
the transaction was intended to be treated as a re- 
demption of stock of the purchasing corporation and 
the dividends are measured by the earnings of the 
purchasing company. However, the sister-corpora- 
tion provision of section 304(a)(1) is expressly in- 
applicable if the parent-subsidiary provision of sec- 
tion 304(a)(2) applies, and since, due to a technical 
defect in the attribution rules of section 318(a)(2)- 
(C), the parent-subsidiary provision always applies, 
any application of the sister-corporation rule is pre- 
cluded. This may be explained as follows: 

Section 304(a) (2 ) purports to apply if a corpora- 
tion purchases from a shareholder of another corpora- 
tion stock of such other corporation which controls 
the acquiring corporation. Under section 304(c)(2), 
the stock ownership rules of section 318(a) apply 
for purposes of determining control. It is further pro- 
vided that section 318(a)(2)(C) shall be applied 
without regard to the 50% limitation contained 
therein. Under section 318(a)(2)(C), disregarding 
the 50% limitation therein contained, a corporation 
is deemed to own all of the stock of any other corpo- 
ration owned, directly or indirectly, by any of its 
shareholders. 
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Section 304(a)(1), as noted, applies where one or 
more persons are in control of each of two corpora- 
tions and sell stock of one corporation to the other 
corporation. However, whenever that situation arises, 
it is inevitable that, under section 318(a)(2)(C), 
applied without regard to the 50% limitation, the 
corporation the stock of which was sold will be deemed 
to control the corporation to which such stock was 
sold because the former corporation will be deemed to 
own all the stock held by the persons who are its 
shareholders. Consequently, any case covered by sec- 
tion 304(a)(1) will also be a case covered by section 
304(a)(2). Since paragraph (1) of section 304 is 
inapplicable if paragraph (2) applies, it follows that 
it will be impossible ever to have a case to which 
section 304(a)(1) applies because any such case will 
be governed by section 304(a) (2). 

It is recognized that the purchase by one corpora- 
tion of the stock of a sister-corporation presents tax 
avoidance possibilities equal to those involved in the 
purchase of the stock of a parent by its subsidiary. 
However, the defects in the existing provisions of 
section 304(a)(1) impair its attempt to handle this 
problem, and a satisfactory solution is unlikely until 
the attribution rules of section 318 have been properly 
revised. ! 


Dispositions of certain stock 


Section 306 deals with the problem of so-called 
“bail-outs.” Its general scheme is to define certain 
stock which may be used for bail-out purposes as 
“section 306 stock.” It provides that if the section 306 
stock is disposed of other than in a redemption, the 
amount realized on the disposition is to be treated as 
gain from the sale of a noncapital asset to the extent 
that the amount realized does not exceed such stock’s 
ratable share of the amount which would have been 
a dividend if cash had been distributed by the corpo- 
ration at the time the section 306 stock was acquired. 
If the section 306 stock is redeemed, the amount re- 
ceived is to be treated as a corporation distribution 
of property ‘at the redemption date, with certain 
specified exceptions. 

In its operation section 306 presents the following 
anomalies, with results which are difficult to justify: 

(a) The tax consequences of a sale are determined 
with respect to earnings and profits at the date of 
distribution of the stock, without regard to intermedi- 
ate events, whereas in the case of a redemption the 
earnings and profits at the date of redemption control. 

(b) In the case of a sale ordinary income results, 
whereas in the case of a redemption dividend income 
is realized which is subject in the case of a corpora- 
tion to the 85% dividends received deduction, and in 


‘ The proposed regulations, section 1.304-2(a), apparently take 
the position that section 304(a)(1) can apply to some situa- 
tions but the defects in the statute should nevertheless be 
corrected to give the regulations a firm legislative basis. 
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the case of an individual to the dividends received 
credit. 

(c) In the case of a sale, ordinary income treat- 
ment is confined to the “ratable share” of the 
and profits, whereas in the case of a redemption no 
such limitation is applicable. 

(d) In the case of a sale the accumulated 
and profits are not reduced, whereas in the case of a 
re vi 1 they are. 

) In the case of a sale of all his stock by a share- 
wae (including section 306 stock), family attribu- 
tion rules under section 318(a)(1) are applicable to 
determine whether the disposition is complete, where- 
as upon redemption of such stock under section 302- 
(b)(3), if the requirements of section 302(c) (2) 
are met, no family attribution is required. 

It is recognized that the distinctions drawn between 
sales and redemptions were largely based on the pre- 
sumed difficulty in ascertaining the amount of earn- 
ings and profits at the time of a sale of stock, an 
event of which the corporation may have no knowl- 
edge, as contrasted with a redemption, which requires 
corporate action and therefore permits a concurrent 
since section 306 stock is 
primarily a problem of the closely held corporation 


earnings 


-armings 


computation. However, 
it does not seem unreasonable to leave the t 
with the burden of proof in this area. Accordingly, 
our Committee recommends that in the case of all dis- 
positions of section 306 stock, by sale, redemption or 


taxpay er 


otherwise, which do not result in termination of the 
stockholder’s interest (determined under a uniform 
rule ) 
such stock’s ratable share of the earnings and profits 
at the time of distribution of the stock, but not in ex- 
cess of such share of the earnings and profits at the 
date of disposition if the stockholder can prove that 
it is a lesser amount. Earnings and profits of the corpo- 
ration should be reduced not only 
redemption but also in the case of a sale to the extent 
that the taxpayer can show that such earnings resulted 


dividend income will result to the extent of 


in the case of a 


in tax under section 306. 

The general relief provision in sectidn 306(b) (4) 
provides that if the distribution and the disposition or 
redemption are deemed by the Secretary as not having 
had tax avoidance as a principal purpose the section 
306 rules will not apply. Since the matter remains 
the Commissioner, it is recom- 
mended that he be authorized to rule favorably at 
the time of distribution, or at the time of disposition 
or redemption, if the event ruled on was not motivated 


in the discretion of 


by tax avoidance. The Commissioner apparently looks 
at this view with some favor since, despite the statu- 
tory provision, the proposed regulations, section 1.306- 
2(b)(3), do not require that the test be met at the 
time of distribution and at the time of disposition or 
redemption. They advert to obtaining a ruling at the 
time of disposition or redemption without mention of 
the purpose of the distribution. They do not indicate, 


however, that a ruling can be obtained at the time of 
distribution. The Commissioner should be authorized 
by the statute to grant a favorable ruling at the time 
of distribution. 

It is believed that the purpose of subparagraphs 
(c)(1)(B) and (C) to foreclose the avoidance of the 
section 306 provisions through tax-free exchanges will 
not be frustrated if upon transfer of section 306 stock 
in a tax-free exchange only the stock received in re- 
turn is characterized as section 306 stock. That the 
original section 306 stock should also retain its charac- 
ter as such in the hands of the transferee results in 
a duplication of the burdens of the section which 
does not appear justified. Statutory correction is 
recommended. 

Subsection (c)(2) excludes from the definition of 
“section 306 stock” any stock “no part of the distribu- 
tion of which would have been a dividend at the 
time of distribution if money had been distributed 
in lieu of the stock.” If a corporation had earnings and 
profits of $10,000 and declared a dividend on its com- 
mon stock of preferred stock having a fair market 
value of $10,000 the provision is subject to the con- 
struction that the entire issue of preferred stock 
would be section 306 stock. On the other hand, if the 
corporation had no earnings and profits, no part of 
the preferred stock would be section 306 stock. The 
basis for the line drawn is not clear and, in the light 
of the rule applicable in the second case, it would seem 
more consistent to provide that in the first case only 
a ratable portion of the stock (10% of each share) 
would have the status of section 306 stock. 


Taxability on distribution 

Section 311 provides that a corporation realizes no 
gain or loss on the distribution, with respect to its 
stock, of its stock, stock rights, or property, except 
installment obligations, inventory assets (if LIFO is 
used), and property subject to liabilities in excess of 
basis. The section refers by its terms only to ‘ 
tions” by corporations with respect to their stock. The 
section is probably not intended to apply to liquida- 
tions (cf. section 336). It is not entirely clear whether 
it is intended to apply to redemptions of stock in ex- 
change for property. The section should be clarified. 

It is also not clear under subsection (c)(3) whether 
liabilities and basis of properties subject thereto are 
to be computed in the aggregate rather than prop- 
erty by property. The same problem arises under sec- 
tion 357(c), relating to liabilities in connection with 
certain exchanges under sections 351 and 361. The 
application of the aggregate method, apparently in- 
tended, should be made explicit in sections 311(c) and 


357(c). 


‘distribu- 


Effect on earnings and profits 


Section 312 sets forth the rules as to the effect on 
varnings and profits of corporate distributions. In 
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general it provides that distributions shall result in 


a decrease in earnings and profits to the extent of the. 


amount of money, the principal amount of corporate 
obligations, and the adjusted basis of other property 
distributed. 

Subsection (b) contains a new provision which pro- 
vides for increasing the earnings and profits of a 
corporation when it distributes so-called “inventory 
assets” which have a value in excess of tax basis. In- 
ventory assets for the purposes of this rule include not 
only stock in trade and property held for sale to cus- 
tomers but also unrealized receivables or fees (ex- 
cept receivables from sales of property other than 
inventory assets). The problems created by this defi- 
nition will be discussed in connection with section 341, 
where the definition again appears. 


Constructive ownership of stock 


Section 318 provides new rules of attribution of 
ownership for purposes of applying many of the 
distribution sections. It is extremely complicated and 
because of provision for attribution to and from corpo- 
rations, estates, trusts and partnerships, it is difficult 
to apply. As shown above, the intricacies of this sec- 
tion have inadvertently made section 304(a)(1) com- 
pletely inoperative. It is not difficult to find other 
examples in which the intent of the section miscarries. 

Thus, if A and B, who are unrelated to each other, 
each own 50% of the stock of X Corporation and 
50% of the stock of Y Corporation, and Y Corpora- 
tion purchases all of A’s stock in X Corporation, it 
would appear that a disproportionate redemption 
under sections 304(a) and 302(b)(2) has occurred 
with respect to A’s interest and accordingly redemption 
treatment should be applied. However, as a result of 
the attribution of ownership rules of section 318(a)- 
(1)(C), all the stock of X Corporation owned by B 
(who is unrelated to A) is nevertheless attributed to 
Y Corporation and all the stock of X Corporation 
owned actually or constructively by Y Corporation 
(i.e., 100% ) is attributed to A in proportion to his 
interest in Y Corporation (i.e., 50%). Hence, no 
disproportionate redemption has been effected. An 
unintended dividend treatment may result. 

It should be made clear by amendment to the 
statute or by the regulations that section 318(a) (3), 
which relates to options to acquire stock, does not 
apply to options to purchase authorized but unissued 
stock. As only stock which is issued and outstanding is 
taken into account in computing control, an option 
to acquire authorized by unissued stock should not 
have any effect under section 318. 

A thorough re-study of these rules with a view to 
simplifying them and correcting their application 
seems necessary. 


Complete liquidations of subsidiaries 


Section 332 corresponds to section 112(b)(6) of 
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the 1939 Code. Subsection (c) is new. It provides for 
nonrecognition of gain or loss on the transfer of prop- 
erty, in connection with a section 332 liquidation, in 
satisfaction of indebtedness owed to the parent corpo- 
ration which meets the 80% stockholder requirement. 
It is recommended, in line with our Committee’s 
recommendation under section 331(e) (1) of the House 
Bill, First Report on H. R. 8300, at page 22, that this 
treatment be extended to indebtedness owed to each 
of the other shareholders up to an amount which 
bears the same ratio to the total such indebtedness of 
the corporation that the stock of the shareholder 
bears to all the stock of the corporation. It would 
also seem advisable to provide expressly that assump- 
tion of liabilities by a parent or other stockholder in 
connection with a corporate liquidation under section 
332 does not give rise to income to the distributing 
corporation. 


Election as to recognition of gain 

Section 333 makes section 112(b)(7) of the 1939 
Code a permanent part of the law and permits liqui- 
dation of a corporation within one month with the 
stockholders taxed on accumulated earnings distrib- 
uted but not on unrealized appreciation. The section 
333 election may be available “in the case of prop- 
erty distributed in complete liquidation of a domestic 
corporation (other than a collapsible corporation to 
which section 341(a) applies).” The parenthetical 
exception relating to a collapsible corporation is 
ambiguous in that section 341(a) applies not to a 
corporation but selectively to the corporation’s stock- 
holders at the time of liquidation or sale. If it was 
the intention of Congress to apply the exception 
selectively at the shareholder level, so that applica- 
tion of section 341(a) to a single shareholder will 
not render section 333 inapplicable to the whole 
liquidation, our Committee recommends that the par- 
enthetical exception be replaced by a provision to 
the effect that the benefits of section 333 are not ap- 
plicable to any shareholder to whom section 341(a) 
applies. 


Basis of property received 


Section 334. Paragraph (1) of subsection (b) states 
the general rule providing for a carryover basis of the 
subsidiary’s property received by the parent upon 
liquidation of the subsidiary. A conflict with section 
358 would arise, however, on the liquidation of a 
subsidiary, all of the assets of which consisted of 
stock of two other corporations controlled by the sub- 
sidiary, if the transaction qualified as a split-up under 
section 355. A like conflict would also arise on the 
transfer of the assets of a subsidiary to a new corpora- 
tion the stock of which was distributed to the parent 
in liquidation of the first subsidiary. (Such a conflict 
was avoided under the 1939 Code by the express ex- 
ception contained in section 113(a)(6) for trans- 
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actions coming with section 113(a)(15) ). It is recom- 
mended that provision be made giving one basis sec- 
tion priority over the other. 

Paragraph (2) of subsection (b) codifies the so- 
called Kimbell-Diamond rule. It provides that where 
a plan of liquidation is adopted not more than two 
years after the acquisition “by purchase” of 80% of 
the subsidiary’s stock, the basis of the property in the 
hands of the distributee shall be the same as the ad- 
justed basis of the stock with respect to which the 
distribution was made, with adjustments for distribu- 
tions made to the “distributee” before the adoption 
of the plan. There would appear to be a question 
whether adjustment should be made for dividends 
paid before 80% of the stock is acquired. Since “dis- 
tributee” is defined under paragraph (4) as “only the 
corporation which meets the 80 percent stock owner- 
ship requirements specified in section 332(b),” it 
would appear that the parent might receive a large 
dividend without adjustment to basis when it owns 
79%, but not after it owns 80%, of the stock of the 
Section 1.334-1(c)(4)(i) of the proposed 
regulations purports to require adjustment for divi- 
after the beginning of the twelve- 
month period specified in section 334(b)(2)(B). 
Even if this is a proper interpretation of the statute, 
the regulations prescribe a 
method for determining the beginning or end of the 


subsidiary. 


dends received 


neither the statute nor 
twelve-month period. It may also be noted that al- 
distribution mz Ly 
no compensating adjustment is provide od for the fact 
that a tax is paid on such dividend. 

Eighty percent of tl-- stock of the subsidiary must 
have been acquired wi hin a twelve-month period ‘by 
n paragraph (3). Apart from 
‘any acquisition of stock” qualifies 
as a purchase for purposes of the Kimbell-Diamond 
basis provision. 


though a dividend reduce basis, 


purchase” as defined i 


stated exce ptions, * 


The stated exceptions relate to situa- 
where the stock was 
acquired from a decedent, or which the transferor and 


tions where basis is carried over, 


purchaser are associated by virtue of the section 318- 
(a) attribution of ownership provisions. The intention 
apparently is to except from the concept of “purchase” 
a transaction which in essence is not a new investment 
but a reshuffling of an antecedent investment. It does 
not appear, however, that the apparent intention has 
been carried out in every instance. An example is pre- 
sented where three parents each own one-third of X 
Corporation, which in turn owns all the stock of three 
subsidiaries. In the event that there is a divisive split- 
up of X Corporation and a non pro rata distribution 
of the stock of the three subsidiaries so that each 
parent receives all the stock of one subsidiary, as per- 
mitted under section 355, the distribution of the sub- 
sidiary stock to the parents would qualify as a “pur- 
chase” even though there is no new investment. 

As in the case of section 334(b)(1), section 334(b) 
(2) may conflict with another basis provision, in this 


instance section 362(b). Section 362(b) provides for a 
carryover of the transferor’s basis in the case of re- 
organizations described in section 368, which includes 
an upstream statutory merger under section 368(a) 

1) (A). Should it be determined that section 334(b) 
(2) dominates, there remains for determination the 
question whether section 334(b) (2) also applies to 
the basis of assets acquired in connection with an up- 
stream statutory merger where stock of the parent is 
issued to minority shareholders of the subsidiary. Our 
Committee recommends that these questions be re- 
solved. 


Gain or loss on sales or exchanges 


Section 337(a) provides that no gain or loss shall 
be recognized to a corporation from the sale or ex- 
change of property within a twelve-month period be- 
ginning on the date of the adoption of a “plan of com- 
plete liquidation.” Inferentially, gain or loss shall be 
recognized from the sale or exchange of property any 
time before the date of adoption of a plan of complete 
liquidation. The difficulty here is that the critical date 
is the date of adoption of a so-called ‘ ‘plan of liquida- 
tion,” a tax conce pt that has no reality in terms of 
corporate law and practice. A corporation may be re- 
quired to comply with several formalities in connection 
with a proposed sale and liquidation. The liquidation 
may be contingent on the sale which in turn might re- 
quire proxy solicitation, thus raising perplexing ques- 
tions as to whether or not a sale, in varied factual cir- 
cumstances, precedes the tax fiction of adopting a plan 
of liquidation, or is a condition precedent to the plan of 
liquidation. In order to minimize unnecessary con- 
troversy over an essentially meaningless point, our 
Committee recommends that the twelve-month period, 
during which sales or exchanges can be made without 
recognition of gain or loss, begin ninety days before 
the adoption of the plan of complete liquidation and 
end nine months thereafter. 

The nonrecognition of gain or loss applies to the sale 
or exchange of “property” subsection 
(b). Paragraph (1) excludes from the definition of 
property stock in trade, inventory, property held by 
the corporation primarily for sale to its customers in 
the ordinary course of its trade or business and certain 
installment obligations. An exception to the exclusion 
is provided if “substantially all” of such property (ex- 
cept installment obligations) which is attributable to 
a trade or business of the corporation is sold or ex- 
changed to one person in one transaction. “Substan- 
tially all” apparently applies to all of the inventory 
items attributable to a trade or business available for 
sale at any time entire twelve-month 
period. Our Committee, believing that the “substan- 
tially all” requirement as presently drafted imposes 
an unrealistic restriction, recommends that the excep- 
tion in paragraph (2) include a sale of “substantially 
all” of the inventory property (attributable to a trade 
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during the 
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or business ) remaining on hand as of the date of such 


sale, or remaining on hand after the corporation has: 


ceased to make sales in the ordinary course of business. 

Paragraph (1) (A) of section 337(c) provides that 
section 337 shall not apply to any sale or exchange 
“made by a collapsible corporation (as defined in sec- 
tion 341(b) ).” Section 341(b) embodies the definition 
of a collapsible corporation without reference to any 
of the limitations on the application of section 341(a) 
at the shareholder level. This provision is, of course, 
disadvantageous to shareholders otherwise immune to 
the collapsible corporation section since they must 
bear their share of a corporate tax as well as a tax on 
any gain to them on the liquidation. It does not in- 
crease the liability of those shareholders whom section 
341(a) was designed to penalize. Our Committee be- 
lieves that section 337 ought to apply in the case of 
collapsible corporations so that stockholders not pe- 
nalized under section 341(a) may benefit from section 
337 and stockholders penalized by section 341(a) shall 
continue subject to the penalty imposed by that sec- 
tion. It is believed that this result would be accom- 
plished if paragraph (1) (A) were deleted from sec- 
tion 337(c). 

Another point should be noted in connection with 
the interrelation of sections 337 and 341(b). A stock- 
holder of a corporation which would otherwise be 
classified as “collapsible” and which had sold all of its 
assets might argue in support of the applicability of 
the nonrecognition provisions of section 337 to the 
sale that his corporation was not “collapsible” because 
it had not distributed property “before” the “realiza- 
tion” of income. While the proposed regulations under 
section 337, section 1.337-1, rule out any such argu- 
ment, the point should be clarified by amendment to 
section 341(b). 


Collapsible corporations 


Section 341 reenacts section 117(m) of the 1939 
Code with substantial changes. The 1954 Code ex- 
pands the definition of the type of property which if 
purchased can bring a corporation within the defini- 
tion of collapsible corporation. The 1954 Code also 
adds a presumption that a corporation holding a cer- 
tain percentage of such property which has appreci- 
ated in value is a collapsible corporation. When first 
enacted in 1950, the collapsible corporation provision 
dealt solely with the manufacture, construction or pro- 
duction of property, Congress having in mind prin- 
cipally the motion picture industry and the building 
construction trade. (See H. R. Rep. No. 2319, 81st 
Cong., 2nd Sess. 56-7 (1950).) In 1951 Congress ex- 
panded the scope of the section beyond creative en- 
terprises by adding to the definition of collapsible cor- 
poration a corporation formed or availed of for the 
“purchase” of property, limited, however, to property 
which if sold would normally produce ordinary income. 

The provisions of section 117(m) as amended in 
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1951 are retained in section 341. Inventory property 
and property held primarily for sale reappear in sub- 
paragraphs (A) and (B) of subsection (b) (3). 
Added to property which if purchased can bring a 
corporation within the collapsible category are the 
following: (C) “unrealized receivables or fees”; and 
(D) section 1231(b) property (real property and de- 
preciable property used in a trade or business, certain 
timber and coal, livestock and unharvested crops ), ex- 
cept section 1231(b) property which is or has been 
used in connection with the manufacture, construction 
or sale of property described in subparagraphs (A) 
and (B). The items described in subparagraphs (A), 
(B), (C), and (D) of subsection (b) (3), if held for 
less than three years, are referred to as “section 341 
assets.” 

Some unexpected implications 

The new matter described in subparagraphs (C) 
and (D) seems to be exceedingly comprehensive and 
tends to dwarf if not obscure the original collapsible 
corporation provisions. The inclusion of section 1231 
(b) property under subparagraph (D) represents an 
apparent departure from the original scope of the sec- 
tion in that, apart from the use of a temporary corpora- 
tion, the sale of a section 1231(b) asset would nor- 
mally produce capital gain and not ordinary income. 
Subparagraphs (D) may have been intended to reach 
such persons as a dealer in real property who, attempt- 
ing to escape “dealer” consequences, operates through 
a number of corporations. Our Committee believes, 
however, that such taxpayers would more appropri- 
ately be reached through subparagraphs (B). Any 
such property should be included not as a section 1231 
(b) asset but because it is property held primarily for 
sale. 

Another possible target of subparagraph (D) is 
property which increases in value in the ordinary 
course of events through the aging process. Some 
property having the quality of growth or age apprecia- 
tion, such as nursery plants or whiskey, is within the 
reach of subparagraphs (A) and (B). Perhaps others, 
an orchard, for example, might not be covered by sub- 
paragraphs (A) and (B) as presently drafted. While 
there may be justification for including this kind of 
property among so-called section 341 assets, reference 
to section 1231(b) seems to be considerably more 
comprehensive than necessary for this purpose. 

Certain section 1231(b) property is excepted from 
section 341 assets, namely, “such property which is or 
has been used in connection with the manufacture, con- 
struction, production, or sale of property described in 
subparagraph (A) or (B).” Although it seems sound 
that the property mentioned should be expected, the 
provision draws a distinction which does not appear 
logical. Although a manufacturing company is within 
the original scope of the collapsible corporation pro- 
vision, its purchased factory is excepted from the defi- 
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nition of a section 341 asset. On the other hand, even 
though a transportation or other service company is 
not within the original scope of the provision, its pur- 
chased garage or office building is a section 341 asset. 
Moreover, since the new presumption is operative 
where the section 341 assets have greatly appreciated 
in value and represent 50% or more of total assets, 
subparagraph (D) would bring a service company 
owning a building which had appreciated in value, 
but not a manufacturing company in similar circum- 
stances, within the scope of the presumption, the re- 
verse of the original intent and focus of the section. 
Subparagraph (D) is clear in the sense that section 
1231(b) property is a term which is generally under- 
stood apart from the effect of the presumption in any 
given instance. Subparagraph (C), on the other hand, 
together with section 312(b) (2) and section 751(c), 
containing similar terms, deal with expressions which 
are uncertain as to meaning and scope. “Unrealized 
receivables or fees” are defined to mean “rights (con- 
tractual or otherwise) to payment” (not already in- 
“goods delivered, or to be de- 
(other than proceeds of sale of capital assets ), 
or “services rendered or to be rendered.” “Unrealized 
or fees” would probably cover contracts 
like the oil brokerage contracts discussed in Commis- 
sioner v. Susan J. Carter, 170 F. 2d 911 (2d Cir. 1948), 
which provided for payment to the corporation of com- 
missions on future deliveries of oil by a named seller to 
a named buyer. The definition of “unrealized receiv- 
ables or fees” also appears sufficiently broad to suggest 
that it may cover any contract to supply future goods, 
such as a defense contract. This could have far-reach- 
ing effects, particularly in view of the fact that the sec- 
tion is not dependent upon liquidation, but comes into 
operation whenever a stockholder (owning over 5% 
of the stock) sells some stock. Assuming that the 
meaning of “unrealized receivables or fees” can be as- 


cludible in income) for 
livered” 


receivables 


certained, valuing such rights with any degree of cer- 
tainty appears to present a troublesome problem de- 
spite the statement at page A113 of the House Com- 
mittee Report that the Committee “intends that all 
rights to future income” (the comparable provision in 
the House Bill) shall 
valuation.” 


“be considered susceptible of 


Whether or not a corporation shall be “deemed to 
be a collapsible corporation” under the new presump- 
tion in subsection (c) is dependent on the relative 
amount and appreciation of its so-called section 341 
assets. Our Committee believes that the all-inclusive 
nature of section 341 assets, as now defined, will bring 
far more corporations within the adverse presumption 
than should be considered proper objects of section 
341. It is believed that the presumption and the defini- 
tion of purchased property are too broad. Our Com- 
mittee accordingly recommends that the presumption 
and also the definition of property under subsection 
(b) (3) be revised so as to state more precisely the 


situations intended to be covered by the collapsible 
corporation provision. 


Transfer to controlled corporation 


Section 351 (a), corresponding to section 112(b) 
(5) of the 1939 Code, provides that no gain or loss 
shall be recognized if property is transferred to a cor- 
poration by one or more persons solely in exchange 
for stock or securities in such corporation and im- 
mediately after the exchange such person or persons 
are in control of the corporation, as the term control 
is defined in section 368(c). Section 351(a) differs 
from section 112(b) (5) in that it expressly provides 
that stock or securities issued for services are not to 
be considered as issued in return for property for the 
purpose of this section, and it omits the statutory re- 
quirement that the stock and securities received be 
substantially in proportion to the interest of the trans- 
feror in the property prior to the exchange. Dispro- 
portion will thus no longer foreclose application of the 
section. However, the Senate Committee Report, page 
264, and the proposed regulations, section 1.351-1(b) 
(1), state that where the stock and securities are not in 
proportion (to the interest in the property) the trans- 
action shall be treated as if the stock and securities 
had first been received in proportion and then some 
of such stock and securities had been used to make 
gifts, pay compensation or satisfy obligations of any 
kind. 

Although the proposed regulations answer a number 
of problems raised by the requirement of reconstruct- 
ing the transaction with proportional exchanges, they 
do not answer them all. For example, if A transfers 
to the corporation property worth $8,500 in exchange 
for 75% of the stock, and B renders $1,500 worth of 
services in exchange for 25% of the stock, does the 
reconstruction of the transaction to giv e A 85% of the 
stock initially entitle him to the benefits of section 351 
even though the 80% control was not retained? This 
question might properly be answered in the regula- 
tions. It should be made clear either by statutory 
modification or by regulation that reconstruction will 
be required only where the disproportion is substan- 
tial and where the circumstances are such that the 
excess constituted a gift, dividend, compensation or 
the discharge of an obligation. A similar reeommenda- 
tion is made with respect to the possibility of gifts or 
compensation referred to in section 356(f). 


Exchanges in certain reorganizations 


Section 354 which corresponds in general to section 
112(b) (3) of the 1939 Code, provides that no gain 
or loss is to be recognized if stock or securities in a cor- 
poration a party to a reorganization are, in pursuance 
of a plan of reorganization, exchanged solely for stock 
or securities in such corporation or in another corpo- 
ration a party to the reorganization, except where a 
greater principal amount of securities is received than 
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surrendered. Section 354(b), however, makes the non- 
recognition provisions inapplicable to a “plan of reor-. 
ganization” within the meaning of section 368(a) (1) 
(D) unless (1) the corporation to which the assets 
are transferred acquires substantially all of the trans- 
feror’s assets, and (2) the stock, securities and other 
property received for such assets, as well as the other 
properties of the transferor, are distributed in pursu- 
ance of such plan. Sections 354 and 368 are thus inap- 
plicable to the conventional “split-up,” in which a cor- 
poration transfers its assets to two or more newly or- 
ganized subsidiaries and liquidates, for no transferee 
acquires “substantially all” of the assets. If the split- 
up also fails to comply with the “active business” re- 
quirements of section 355, it could be argued that the 
liquidating exchange would be taxable to the share- 
holders only as a capital gain. Section 356(a) (2), pro- 
viding dividend treatment, would be inapplicable 
since neither section 354 nor section 355 would apply. 
Section 351 would nevertheless protect the transferor 
corporation against recognition of gain on the trans- 
action. 


Distribution of stock and securities 


Section 355 covers spin-offs and other divisive trans- 
actions. The last sentence of section 355(a) (3) and 
the provisions of section 355(b) (2) (D) deny the 
benefits of the section where any gain or loss was rec- 
ognized within a five-year period in the acquisition of 
control of the company whose stock is being distrib- 
uted or which conducted the trade or business relied 
on in the transaction. These rules seem unnecessarily 
strict and our Committee recommends that where such 
transactions involved a small amount of “boot” a de 
minimis rule should be applied to avoid rendering 
section 355 inapplicable. If this recommendation is 
not acceptable, it is suggested that section 355 give the 
Commissioner power in proper cases to determine that 
a divisive transaction is proper under the section even 
if there has been a recognition in part of gain upon the 
acquisition within five years of the stock of the con- 
trolled corporation. Indeed, it would seein that the 
five-year rule could be dispensed with entirely in view 
of the overriding requirement of section 355(a) (1) 
(B) that the transaction not be used principally as a 
device for the distribution of earnings and profits. 


Receipt of additional consideration 


Section 356 continues in part and changes in part 
the law with respect to the distribution of other prop- 
erty, or “boot,” in connection with reorganization ex- 
changes and in connection with certain distributions 
of stock and securities of controlled corporations. Sub- 
section (a) covers “boot” received in connection with 
an exchange and, like prior law, it provides that the 
gain, if any, shall be recognized to the extent of the 
“boot.” If the exchange has the effect of the distribu- 
tion of a dividend, then there shall be “treated” as a 
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dividend to each distributee such an amount of gain 
recognized as is not in excess of each distributee’s rat- 
able share of the undistributed earnings and profits. 
The use of the word “treated” in subsections (a) and 
(b), contrasted with the use of the word “taxed” in 
section 112(c) (2) of the 1939 Code, would appear to 
require withholding where the “boot” distribution is 
made to nonresident aliens. Cf. I. T. 3781, 1946-1 C.B. 
119. Since the corporate distributor normally will not 
know the amount of the distributee’s gain, and hence 
the amount of the “dividend” on which to withhold, 
difficulties will be encountered unless general admin- 
istrative rules are promulgated so that an undue bur- 
den will not be placed upon such corporations. 


Corporate reorganizations definitions 


Section 368(a), corresponding to section 112(g) 
(1) of the 1939 Code, defines the term “reorganiza- 
tion.” Section 368(a) (1) (C), section 368(a) (2) 
(C), and section 368(b) all reflect changes intended to 
modify the rule of Groman v. Commissioner, 302 U.S. 
82 (1937), and Helvering v. Bashford, 302 U.S. 454 
(1938). Not all of the ramifications of that rule are 
changed, however. The 1954 Code covers a situation 
where S Corporation, a subsidiary of P Corporation, 
acquires all of the assets of W Corporation in ex- 
change for stock issued by P Corporation; and a situa- 
tion where P Corporation acquires all, or substantially 
all, of the assets of W Corporation and immediately 
thereafter transfers some or all of these assets to S 
Corporation, controlled by P Corporation. However, 
none of the provisions above referred to covers the 
situation where P Corporation acquires all of the stock 
of W Corporation for stock of P Corporation and im- 
mediately thereafter transfers such stock to S$ Cor- 
poration. Our Committee recommends that section 
368(a) (1) (B), section 368 (a) (2) (C) and section 
368(b) be amended to permit a tax-free exchange of 
this type. In addition it is suggested that each of the 
foregoing sections should be amended to permit issu- 
ance in part of stock of the parent and in part of stock 
of the acquiring subsidiary. 

Section 368(a) (1) (C) provides that in determining 
whether the acquisition is solely for voting stock, lia- 
bilities assumed or taken subject to by the acquiring 
corporation are disregarded. Where both parent and 
subsidiary are involved in the acquisition, however, 
the assumption or guaranty by both parties may be 
required. The statute should be expanded to avoid 
disqualification of the exchange in these circum- 
stances. Section 368(a) (2) (B), which relates to sec- 
tion 368(a) (1) (C), should also be amended. 

It is suggested also that the language of section 368 
be clarified so that rights to subscribe for stock re- 
ceived in a “reorganization” will be treated as stock 
(as under section 305 rather than as “other property” ). 
In particular, this would serve to make it clear that the 
issuance or assumption of a stock option in a transac- 
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tion to which section 421(g) is applicable would not 
affect the tax-free nature of the transaction. 

Section 368(a) (2) (B) purports to eliminate the 
harsh effects of the requirement of section 368(a) (1) 
(C) that the assets be acquired “solely” for voting 
stock by providing that the acquiring corporation may 
pay some “boot.” Under such circumstances, the ac- 
quiring corporation must acquire for voting stock 
property of the other corporation having a fair mar- 
ket value which is at least 80% of the fair market 
value of all the properties of the other corporation, and 
in such a case the amount of any liability assumed by 
the acquiring corporation and the amount of any lia- 
bility to which any property acquired by the acquir- 
ing corporation is subject shall be treated as money 
paid for the property. This means as a practical matter 
that in any acquisition of all of the assets with an as- 
sumption of the liabilities, if the acquiring corporation 
pays anything for the property other than voting stock, 
the liabilities assumed and to which the property so 
acquired is subject, plus the assets retained by the 
transferor corporation, must be less than 20% of the 
fair market value of all of the transferor corporation’s 
property. Since as a general rule corporate liabilities 
will exceed 20% of corporate assets, as a practical 
matter the ameliorating effects of the provisions are 
very slight. Our Committee recommends the adoption 
of a more realistic test. 


Carryovers in certain corporate acquisitions 


Section 381 is new in the 1954 Code. It provides ex- 
press rules for the carryover of items or tax attributes 
from predecessor to successor in tax-free liquidations 
and certain reorganizations. It does not apply to divi- 
sive reorganizations such as spin-offs and split-ups. 

Section 381(a) provides that the section is appli- 
cable to (1) a parent-subsidiary liquidation under sec- 
tion 332, except in a case in which basis is determined 
under section 334(b) (2), the Kimbell-Diamond rule, 
and (2) certain reorganizations. The subsection makes 
no provision, if any is intended, that where the ac- 
quiring corporation acquires less than 100% of the 
assets of the distributor or transferor, it receives less 
than 100% of the attributes of its predecessor. 

A statutory merger of a subsidiary into its parent 
within two years of purchase of the subsidiary’ s stock 
is specifically excluded from (1) but conceivably 
might be included in (2). The potential conflict here 
in the basis provisions of section 334(b) (2) and sec- 
tion 362(b) has already been mentioned in connection 
with the discussion of section 334, supra. It could also 
give rise to problems of interpretation under section 
381. For example, if it is concluded that in the merger 
of subsidiary into parent, section 334(b) (2) pre- 
cludes the application of section 381, and hence ac- 
cumulated earnings of the subsidiary are not deemed 
received by the parent under section 381(c) (2) (A), 
does it follow that they are not inherited under the 


rule of the Sansome case previously applicable in this 
area? 

Section 381(c) (8) requires the acquiring corpora- 
tion to report income as it is realized on the collection 
of installment obligations from the transferor or dis- 
tributee. By reason of the exclusion mentioned above, 
the term “acquiring corporation” does not include a 
parent which acquires the subsidiary’s assets on a 
liquidation in which basis is determined under the 
Kimbell-Diamond rule of section 334(b) (2). Never- 
theless, under section 453(d) (4) the liquidation 
would not be deemed to be a distribution upon which 
gain to the distributing corporation would be recog- 
nized. It appears, therefore, that a hiatus exists and 
that under the circumstances suggested the parent 
may obtain a stepped-up basis for the installment ob- 
ligations without a tax detriment. Our Committee rec- 
ommends that the hiatus be eliminated by amending 
the Code to provide for recognition of gain in the case 
of distributions in intercompany liquidations to which 
section 334(b) (2) is applicable, or that the distribu- 
tee take over the tax position of the transferor with 
respect to installment obligations. 

Section 381(c) (16) provides for deductions with 
respect to certain obligations of the distributor or 
transferor corporation. Our Committee in its First Re- 
port on H. R. 8300, page 52, recommended that para- 
graph (16) be expanded to permit deduction of items 
by the acquiring corporation in cases in which the as- 
sets of a transferor are taken subject to the liabilities 
referred to in paragraph (16), payment of which 
would have given rise to a deduction to the transferor, 
as well as in cases involving an assumption of such 
liabilities. This recommendation is renewed. 

The last sentence of section 381(c) (16) provides 
that the paragraph shall not apply if such obligations 
are reflected in the amount of stock, securities or prop- 
erty transferred by the acquiring corporation. Since 
the stockholders of the distributor or transferor cor- 
poration must retain a continuity of interest in trans- 
actions to which section 381 is applicable, any reduc- 
tion of consideration will have been at the expense of 
those who will continue as stockholders of the acquir- 
ing company. The denial of the tax deductions seems, 
as stated in our First Report on H. R. 8300, page 52, 
unduly restrictive. However, if the last sentence of 
paragraph (16) is to be retained, it is recommended 
that the disallowance of the deduction be limited in 
operation to the extent that a liability was reflected 
in the amount of stock, securities and property trans- 
ferred. 

In addition to the items expressly covered in section 
381, there are a number of situations in which an ac- 
quiring corporation should be considered as standing 
in the shoes of a distributor or transferor corporation. 
Even though the Senate Committee Report, page 277, 
indicates that the enumeration of specific items should 
not be interpreted as denying the tax attributes of the 
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distributor or transferor to the acquiring corporation 
in other cases, the absence of a catch-all provision may 
lead to such a construction. It is important that the 
possibility of such a result be avoided. For example, 
it would seem that if the acquiring corporation ac- 
quires from the distributor or transferor emergency 
facilities covered by section 168, the acquiring cor- 
poration should, for purposes of that section, be 
treated as if it were the distributor or transferor cor- 
poration. Cf. Ken-Rad Tube & Lamp Corp. v. Com- 
missioner, 180 F. 2d 940 (6th Cir. 1950). Our Com- 
mittee believes that it is desirable to add a catch-all 
paragraph to section 381(c) to avoid any possibility 
of a limitation of the carryover of items or tax attri- 
butes to those enumerated. 


Special limitations loss carryovers 


Section 382 provides that where purchases result 
in a change of stock ownership of 50% or more, 
coupled with a cessation of the business previously 
carried on, the corporation’s net operating loss carry- 
over is extinguished. Similarly if in certain reorganiza- 
tions the stockholders of the transferor retain an in- 
terest of less than 20% in the acquiring corporation, 
the net operating loss carryover of the transferor is 
proportionately extinguished. Section 382(a), relating 
to the purchase of a corporation and change of its 
trade or business is drafted to cover a change of stock 
ownership of 50% or more over a period of two tax- 
able years. Under the statutory language if the change 
of stock ownership and business occurs in January, 
1955, the section would appear not only to extinguish 
carryover of pre-1955 net operating losses to 1955, 
1956 and subsequent years, but also to prevent carry- 
over to 1956 of losses in the new business which arose 
in 1955 after the change of stock ownership and busi- 
ness. It is believed that the formula should be re- 
vised to make it clear that only net operating losses 
attributable to the period prior to change of owner- 
ship are to be eliminated. 


Effective date of part V 

Section 394(a) provides that the carryover provi- 
sions of section 381 shall apply to liquidations and re- 
organizations, the tax treatment of which is deter- 
mined under the 1954 Code. Our Committee in its 
First Report, page 48, recommended that taxpayers be 
granted an election to apply such provisions to past 
mergers and other transfers which would qualify 
under section 381 if they had occurred after the effec- 
tive date of Subchapter C. Our Committee renews 
this recommendation. 


Employee stock options 

Section 421 contains provisions designed to permit 
a stock option to retain its character as a restricted 
stock option upon the assumption thereof, or the sub- 
stitution of a new option therefor, by a corporation 
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in connection with a merger, consolidation, acquisi- 


_ tion of property or stock or other change in corporate 


structure. Two conditions must be satisfied: first, the 
excess of the aggregate fair market value of the shares 
subject to the option immediately after the substitu- 
tion or assumption over the aggregate option price of 
such shares must not be greater than the excess of the 
aggregate fair market value of all shares subject to 
the option immediately before the substitution or 
assumption over the aggregate option price of such 
shares; second, the new option or the assumption of 
the old option must not give the employee additional 
benefits which he did not have under the old option. 

The section, however, fails to make clear when the 
assumption or substitution is deemed to occur. For 
example, where a corporation acquiring the assets of 
another corporation offers the optionees a substitute 
option, the statute leaves open the question whether 
the excess of the market value over the option price 
of the new stock is to be determined as of the effective 
date of the acquisition of assets, the date of offer of 
the new option or the date of its acceptance by the 
employees. Since the market value of the new stock 
will not ordinarily be identical on these three dates 
a real problem may be presented. It is suggested that 
the section might be more workable if it provided that 
the assumption or grant of the substituted option would 
meet the statutory requirements if it occurred not 
later than, say, 60 days after the effective date of the 
acquisition of assets or other corporate transaction 
involved, and that the assumption or grant will be 
deemed in that event to have occurred on such effec- 
tive date. 

Section 421 contains no explicit provision that a 
substituted or assumed option qualifying under sub- 
section (g) shall be regarded as a restricted stock 
option. It is believed that this is an oversight and it is 
recommended that options satisfying the provisions 
of subsection (g) be included in the definition of 
a restricted stock option. % 





“UNLIMITED CONFUSION” 


In CALLING for a complete review of the 1954 
Code by the House Ways & Means Committee, 
Rep. Wilbur D. Mills, an influential committee 
member, says “I know with respect to the sec- 
tions dealing with corporate reorganization there 
is unlimited confusion in the minds of tax 
lawyers, accountants, and people within the 
Treasury as to what the provisions really 
mean... I do think it is our responsibility . . . 
to go back and find out about not only the mis- 
takes pointed out by the Secretary of the Treas- 
ury and his people and Colin Stam and his staff 
and correct them ... We should see if there are 
other mistakes that have not been uncovered 
by these experts. . .” 

















How to evaluate the permanence and effect 


of a closing agreement with the IRS 


by Rospert JOHNSTON 


A taxpayer may want to overturn a closing agreement with the IRS for any one of a number of. le- 


gitimate reasons. The court decisions do not give us a consistent rule. This article considers the effect 


of estoppel (including equitable and promisory estoppel), the fundamental nature of closing agree- 


ments, and a caution on the timing of closing agreemenis in view of the recent delegation of authority 


by the Secretary and Commissioner. 


OW THAT THE SECRETARY OF THE TREASURY has 
N delegated! to the Commissioner final authority 
7121, the 
Internal Revenue Service can approve closing agree- 
Thus the 
sary to close any tax dispute, and it can, under Section 


to perform all duties required by Section 


ments. IRS now has all the authority neces- 
7122, accept an offer in compromise of a tax dispute, 
with the consequence that any settlement made pur- 
suant thereto is binding. 

Sections 7121 and 7122 continue the rules set forth 
in Sections 3760 and 3761 of the 1939 Code for formal 
binding agreements. Under the first of these sections 
the IRS is authorized to enter into closing agreements 
relating to the liability of a taxpayer with respect to 
any taxable period. Before the delegation, these were 
binding only if approved by the Secretary, Under 
Secretary, or Assistant Secretaries. 

The Supreme Court in the Botany Worsted Mills 
decision (278 U.S. 282) held that the Statute pre- 
scribing the method by which 
compromised must be strictly complied with, and that 
any settlement not approved by one of the authorized 
officials was not binding on the taxpayer. 

The Supreme court said, “We think that Congress 
intended by the statute to prescribe the exclusive 


tax cases could be 


method by which tax cases could be compromised, re- 
quiring therefor the concurrence of the Commissioner 
and the Secretary, and prescribing the formality with 
which, as a matter of public concern, it should be 
attested in the files of the Commissioner’s office; and 


did not intend to intrust the final settlement of such 
matters to the informal action of subordinate officials 
in the Bureau. When a statute limits a thing to be done 
in a particular mode, it includes the negative of any 
other mode.” 

The administrative procedure for settling tax dis- 
putes under these statutes has been extremely cum- 
bersome and time consuming. The result has been 
that many disputes which might have been settled 
satisfactorily to both the taxpayer and the government 
were not processed through the prescribed channels. 
Unnecessary litigation has often ensued. 


Nature of informal agreements 


Informal agreements are those which represent an 
undertaking by the taxpayer and the IRS to settle a 
particular tax dispute, but which do not conform to 
the statutory prerequisites of Sections 3760 and 3761. 
These agreements may have been made orally, as in 
the Botany case, or in written form as evidenced by 
more recent cases. Under the authority of the Botany 
case, the courts have generally held that informal 
agreements made between the taxpayer and the off- 
cials in the IRS are not binding. 

Informal agreements may appear in almost any 
‘Treasury Department Order 150-32. 

* Associated Mutuals, Inc. v. Delaney, 176 F. 2d 179 (1st Cir. 
1947 ); Monjar v. Higgins, 39 F. Supp. 633 (D. C. 7 Y. 1941); 
O’Conner v. United States, 76 F. Supp. 962 (D. C. N. Y. 1948); 


. 
Payson v. Commissioner, supra note 6; L. Lowey & Son v. 
Commissioner, supra note 6. 
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form. More recently these agreements, possibly for 
convenience, have been incorporated into Form 870 
which is the form prescribed by the IRS upon which 
the taxpayer may waive the restrictions on assessment 
and collection of a deficiency. The usual note to Form 
870 provides that execution of the waiver does not 
constitute a closing agreement under Section 3760 
and does not preclude the government from assessing 

further deficiency. Furthermore, it has been uni- 
formly held that mere execution of Form 870 waiving 
the restrictions on assessment and collection of a de- 
ficiency does not bar the taxpayer from later suing 
for a refund, nor bar the government from assessing 
a further deficiency.” 

The situation has often arisen where, after the exe- 
cution of an informal agreement settling a tax dispute, 
the taxpayer elects to disaffirm his agreement and sue 
for a refund at a time when the government may no 
longer assess a further deficiency due to the running 
of the statute of limitations. This circumstance is pos- 
sible for the reason that the taxpayer has two years 
after payment of his tax to file a claim for refund, while 
the government must assess a deficiency within three 
years after the return was filed. Thus, if payment of 
an asserted deficiency is made by the taxpayer later 
than one year after he files his return, he will have a 
period of limitation extending beyond that of the 
government. 

Attempts by the IRS to put an end to tax disputes 
by the use of informal agreements have met with only 
limited success. In Joyce v. Gentsch 141 F. 2d 891 (6th 
Cir. 1944), the taxpayer signed a Form 870 into which 
typewritten provisions had been incorporated whereby 
the taxpayer agreed (1) to pay the deficiency, (2) 
not to file or prosecute any claims for refund with re- 
spect to the year in question, and (3) to execute a 
formal closing agreement upon the request of the 
Commissioner. The form stated, however, in the usual 
manner, that the government would not be precluded 
from assessing a further deficiency against the tax- 
payer. The agreement was never approved by any of 
the officials authorized by statute. When it was later 
determined that certain stock owned by the taxpayer 
had become worthless during the year to which “ 
informal settlement pertained, the taxpayer filed < 
claim for a refund. Relying on the decision in the 
Botany case, the Sixth Circuit held that the govern- 
ment was not bound by the agreement because it 
had not been approved by any of the officials author- 
ized under Section 3701; hence, mutuality of contract 
was absent leaving the taxpayer free to sue for a re- 
fund. In answer to the government’s argument that 
the taxpayer should be estopped from disaffirming 
his agreement because the statute of limitations had 
run against the government barring the further assess- 
ment of a deficiency, the court observed that the de- 
fense of estoppel was unavailable since there ap- 
peared to be no misrepresentation on the part of the 
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taxpayer nor detriment resulting to the government. 

Shortly thereafter, Guggenheim y. United States 
arose in the Court of Claims (77 F. Supp. 186 (Ct.CL.- 
1948) cert. denied, 335 U.S. 908). After a number of 
conferences were held resulting in a settlement of the 
taxpayer's liability, the head of the Technical Staff 
for the Atlantic Division sent copies of Form 870 to 
the taxpayer. Typed into the forms was a stipulation 
that the taxpayer would refrain from suing for a re- 
fund; but, unlike the procedure in the Joyce case, the 
provision in Form 870 permitting the government to 
assess and collect a further deficiency was stricken by 
lining it out. These forms were signed by the taxpayer 
and returned to the Bureau, but were not approved by 
any of the officials authorized under Section 3760. 

After the deficiency was paid the Revenue Act of 
1942 was enacted containing in Section 121 a provision 
allowing the deduction of certain nonbusiness ex- 
penses with retroactive effect covering the year in- 
volved in the settlement. Subsequent to the expira- 
tion of the statutory period for the assessment of addi- 
tional deficiencies, the taxpayer sued for a refund. 
In holding that the taxpayer was bound by his agree- 
ment, the court made the following observations: (1) 
the agreement had all the essentials of a binding con- 
tract; (2) there was mutuality of contract since the 
government had agreed not to assess a further de- 
ficiency, thus, Joyce v. Gentsch was distinguished, and 
(3) since the statute of limitations had run against 
the government it would be inequitable to allow the 
taxpayer to disaffirm his agreement when the govern- 
ment could not be placed in the same position it 
occupied prior to the agreement. Since the agreement 
had not been approved by any of the authorized offi- 
cials there is a substantial doubt that the decision of 
the Guggenheim case can be reconciled with the 
Botany case. The Court of Claims attempted to dis- 
tinguish the Botany decision on the grounds that (1) 
the agreement in the Botany case was oral and in- 
formal while the agreement before it was in writing 
and contained the elements of a binding contract, and 
(2) the agreement in Botany was approved wholly by 
subordinate officials in the department, while in the 
Guggenheim case the agreement was approved by the 
head of the Technical Staff for the Atlantic Division. 
The first reason seems entirely unconvincing. The sec- 
ond reason seems equally questionable in the light of 
the mandate of the Supreme Court that the provisions 
of the statute authorizing the settlement of tax dis- 
putes require strict compliance. 


Are informal agreements bilateral? 


However, the tax man should consider the possibility 
that the result in the Guggenheim case may be accu- 
rate in view of the nature of the agreement entered 
into by the parties. The accuracy of the analysis in 
the Botany and Joyce cases may be questioned since 
both courts apparently proceeded on the assumption 
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that the agreements entered into were bilateral 

character and that since the promise of the govern- 
ment was unenforceable, not having been made pur- 
suant to statutory authority, there was no considera- 
tion for the promise of the taxpayer. It seems arguable 
that the agreements entered into in these cases, in- 
cluding the Guggenheim case, might be characterized 
as unilateral since the taxpayer agreed to refrain from 
suing for a refund in exchange for the act of the gov- 
ernment in closing its files on the case. Of course, if 
the government elects to reopen the case, the tax- 
payer should not be precluded from suing for a re- 


fund. On the other hand, if the government refrains 
from reopening the case until subsequently barred by 
the expiration of the statutory period, it appears 
reasonable to say that the taxpayer has gained exactly 
what he bargained for; therefore, he should be pre- 
cluded from breaching his promise by suing for a re- 
fund. If this view is correct the courts would not need 
to call upon the doctrine of equitable .estoppel to 
hold the taxpayer bound. In contrast, it should not 
be overlooked that the atmosphere surrounding the 
formation of informal agreements might well lead to 
the conclusion that no contract was ever intended by 





It IS APPARENT from the adjacent discussion that 
attempts by the taxpayer and the government to 
settle tax liability has been, on the whole, un- 
satisfactory. The courts, although recognizing the 
propriety of agreements at the lower levels in the 
IRS, have been plagued by the decision of the 
Supreme Court in the Botany case restricting 
binding agreements to those made in strict con- 
formance with the applicable statutes. Although 
the doctrine of equitable estoppel has been ap- 
plied to prevent disaffirmance of non-statutory 
agreements by the taxpayer, it is at least question- 
able in many cases whether proper grounds were 
present for the application of that doctrine. It 
seems natural, therefore, that administrative ac- 
tion should have been taken by the Secretary of 
the Treasury in an effort to remove the cumber- 
some procedure required for the formal closing 
of tax cases, and make it possible for the tax- 
payer and the officials in the lower levels of the 
Bureau to formulate agreements and compromises 
which may be relied upon as binding on both 
sides. 

Four major steps have been taken whereby the 
authority vested in the Secretary of the Treasury 
by Sections 7121 and 7122 of the Internal Rev- 
enue Code to effect binding agreements of tax 
disputes has been delegated to the IRS. In June, 
1953, all the functions of the Secretary, Under 
Secretary, or any Assistant Secretary of the Treas- 
ury under Section 3761 (7121 in 1954 Code) with 
respect to offers in compromise were transferred 
to the Commissioner of Internal Revenue (Treas- 
ury Department Order No. 105-25, June 1, 1953). 
Shortly thereafter, these functions were further 
delegated by the Commissioner to the District 
Director (Revenue Ruling 1953-117). Under such 
authority the District Director now has the power 
conferred on the Secretary, Under Secretary, or 
any Assistant Secretary of the Treasury, to ap- 
prove offers in compromise where the amount of 
the unpaid tax (including interest, penalties, or 
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additions to the tax) is less than $500. Where the 
amount of the unpaid tax (including interest, 
penalties, or additions to the tax) is $500 or more, 
and the District Director approves the offer in 
compromise, he will submit a recommendation to 
the office of the Commissioner of Internal Rev- 
enue in Washington for further approval. If the 
offer is approved by the Assistant Commissioner, 
it will be sent to the Office of Chief Counsel for 
review, and then to the office of the Commissioner 
for final approval. In neither case will it be neces- 
sary to process any compromise agreement through 
the office of the Secretary of the Treasury. 

The third and fourth steps refer to the delega- 
tion to execute closing agreements to the IRS. It 
should be noted that closing agreements may re- 
late to any taxable period ending prior or subse- 
quent to the date of the agreement. Thus, for 
example, the taxpayer and the IRS may enter 
into a binding agreement in the present whereby 
the basis for future depreciation of property is 
established. In view of the fact the agreed basis 
may become of great importance when the prop- 
erty is later sold, it is understandable that the 
Secretary would be more reluctant to delegate his 
authority to approve closing agreements. There- 
fore, in 1952 when the Secretary of the Treasury, 
acting under the authority vested in him by Re- 
organization Plan No. 26 of 1950, conferred upon 
the Commissioner final authority to approve clos- 
ing agreements, such authority was restricted to 
agreements relating only to past taxable periods. 

These new rules apply only to offers in com- 
promise and are effective as to offers filed on or 
after July 1, 1953. It should be noted that any 
offer filed prior to that date will be processed in 
accordance with the procedure in existence before 
that date. Thus, those taxpayers who have entered 
into informal agreements with the officials in 
the lower levels of the Bureau prior to July 
1953, will find themselves concerned with the 
problems discussed heretofore in the note. 
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the parties. The taxpayer, knowing that the govern- 
ment will not be bound by such an agreement, may not 
intend to be bound by his offer. The IRS, acting under 
the same view, may not consider the offer as an at- 
tempt by the taxpayer to become bound. Thus, the 
agreement would fall short of being any type of con- 
tract. The problem is conjectural and is offered as a 
possible analysis of the Guggenheim case. 

More recent cases have refused to follow the lead 
of the Court of Claims in departing from the Botany 
decision. Thus, in Steiden Stores, Inc. v. Glenn, the 
District Court for the Western District of Kentucky 
held that an agreement incorporated into Form 870, 
and almost identical to that employed in the Guggen- 
heim case, did not bar the taxpayer from suing for 
a refund, on the ground that the agreement, not hav- 
ing been approved by the officials authorized under 
Section 3760, was not binding. In this case, also, the 
government was barred from assessing an additional 
deficiency, the statutory period having expired. How- 
ever, the court noted that the essential elements of 
estoppel were lacking, hence, the government's asser- 
tion that the taxpayer should be estopped from dis- 
affirming its agreement was unavailing. 

Similarly, in Whayne v. Glenn the taxpayer sued 
for a refund after the statutory period had run on 
the assessment of an additional deficiency. The same 
District Court stated that a waiver and consent agree- 
ment on Form 870 on which the taxpayer agreed not 
to sue for a refund was not binding since not approved 
by any of the authorized officials. 

Estoppel 

It should not be said that the taxpayer will be per- 
mitted to renounce his informal agreement with the 
[RS in every instance. Estoppel has been a favorite 
weapon employed by the courts to prevent the tax- 
payer from so doing. Furthermore, it is not certain that 
the courts will deem it necessary to look for the classi- 
cal elements of equitable estoppel. In Van Antwerp v. 
United States, 92 F. 2d 871 (9th Cir. 1937) the court 
stated that the essential elements of equitable es- 
toppel are as follows: (1) a false representation or 
wrongful misleading silence, (2) the error must 
originate in a statement of fact and not in an opinion 
or statement of law, (3) the person claiming the es- 
toppel must be ignorant of the true facts, and (4) the 
person asserting the estoppel must be adversely af- 
fected by the acts or statements of the person against 
whom the estoppel is claimed. A typical situation 
which shall be looked upon with suspicion is that evi- 
denced in the Guggenheim case. At the time the 
agreement is executed the statute has not run against 
the government on the assessment and collection of 
additional deficiencies, and considering the case closed, 
the government makes no further investigation of the 
taxpayer's liability. Then, shortly after the statute runs 
against the government, the taxpayer files a claim for 
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refund based on items which were the subject of the 
settlement. Under such circumstances, it was said in 
the Guggenheim case that it would be “inequitable 
to allow the plaintiff to renounce the agreement when 
the Commissioner cannot be placed in the same posi- 
tion he was in when the agreement was executed. A 
clear case for the application of the doctrine of 
equitable estoppel exists and should be applied.” 
Recently a similar approach was taken by the Dis- 
trict Court for the Southern District of California in 
W. J. Voit Rubber where the question was presented 
whether the taxpayer was precluded from suing for 
a refund by reason of the fact that payment had been 
made pursuant to an agreement incorporated into 
Form 870. The agreement in all respects was very 
similar to that executed in the Guggenheim case. It 
was recognized that under the Botany case such an 
agreement was not binding on the parties since not 
made in accordance with the provisions of Section 
3760. However, the District Court argued, similarly to 
the court in the Guggenheim case, that the Supreme 
Court had left open the possibility that in some cir- 
cumstances a non-statutory form of closing agree- 
ment might become binding on the parties by es- 
toppel. It should be noted, however, that the issue of 
estoppel was not present in the Botany case since the 
government had abandoned that argument on appeal 
from the Court of Claims. And, although the facts of 
the Botany case reveal that the statute of limitations 
had run against the government for the assessment and 
collection of an additional deficiency, no reference was 
made to that fact by the Supreme Court. Hence, it 
would appear that the facts of the Guggenheim and 
W. J. Voit cases are not distir 
Botany case on that ground. 
Furthermore, it is questionable whether the de- 
cisions in the W. J. Voit and Guggenheim cases would 
obtain under the classical conception of equitable 
estoppel. Since estoppel constitutes an affirmative de- 
fense, the burden is upon the government to show a 


shable from the 


material misrepresentation by the taxpayer accom- 
panied by reliance and detriment on the part of the 
government. It has been noted that where the facts 
have been fully available to the Commissioner he is 
justified in relying only on the taxpayer's “honest 
understanding of his liability” and that if the Com- 
missioner wishes to avoid the running of the statute he 
should take appropriate action. Also, it often has 
happened that the taxpayer makes an informal agree- 
ment with the tax officials pursuant to which he makes 
certain payments only to find that these items subse- 
quently have been determined by legislative action 
or court decision to be items in his favor. In such a 
case it would appear difficult to make out a case of 
misrepresentation on the part of the taxpayer. It is 
arguable that the taxpayer who has made an honest 
effort to settle a dispute should be allowed to have the 
benefit of subsequent favorable legislation or court 
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decision just the same as any other taxpayer. Of 
course, this argument may not be convincing where, in 
the absence of subsequent legislation or court decision, 
the taxpayer has failed to gather all the appropriate 
authorities in his favor, or has otherwise made a mis- 
take in preparing his case for settlement with the IRS. 


Is there a real overpayment? 


Where the court demands that all the essential ele- 
ments of equitable estoppel be shown, the govern- 
ment may find it difficult to make out a case of detri- 
ment. Despite the implications of the opinion in the 
Guggenheim case it appears fairly certain that the 
government will not be bound by any statement in the 
waiver unless made with the approval of an authorized 
official. Therefore, if the taxpayer seeks to renounce 
his agreement and sue for a refund, the government 
may assess a further deficiency against the taxpayer. 
The problem becomes more acute where the statute 
of limitations has run against the government; but 
here also, an answer may be suggested. Since refunds 
are limited to overpayments the ultimate question in 
any such case is whether the taxpayer has overpaid 
his tax, and it is incumbent upon the claimant to show 
that the government has money which belongs to him.* 
While no assessment may be made after the expira- 
tion of the stéz itutory period, the government is not 
prevented from off-setting the claim for refund by an 
amount which might have been assessed against the 
taxpayer. Although there is some question as to the 
extent that the government will be permitted to go in 
auditing the taxpayer's books after the statute of limita- 
tions has run against the particular deficiency in- 
volved, it has been said that the statutes authorizing 
refunds necessarily imply that the Commissioner has 
authority to re audit a return whenever an ov erpayment 
is claimed. A case in point is Bank of New York v. 
United States 170 F. 2d 20 (3rd Cir. 1948) where an 
executor of an estate made a written offer of settle- 
ment after the Commissioner proposed an additional 
deficiency in estate tax. The offer was accepted by 
the Commissioner and the taxpayer executed a waiver 
on Form 890. (Form 890 is comparable to Form 870 
and is used in connection with estate taxes.) The 
usual note at the bottom of the form asserted that the 
waiver was not to be considered a closing agreement. 
The settlement amount was paid and the Commissioner 
notified the taxpayer that the case was considered 


‘Lewis v. Reynolds, 284 U.S. 281, 52 Si up. Ct. 145 (1932) 
‘ Bothwell Commissioner, 77 F. 2d 35 (10th Cir. 1935); 
Swartz, Inc. v. Commissioner, 69 F. 2d 637 (5th Cir. 1934) 


Alamo Nat. Bank v. 
1938 ); Commissioner 
320 ( 6th Cir. 1932); 


Commissioner, 95 F. 2d 622 (5th Cir. 
v. Liberty Bank & Trust Co., 59 F. 2d 
Robinson v. Commissioner, 100 F. 2d 847 


(6th Cir. 1939); Crane v. Commissioner, 68 F. 2d 640 (Ist 
Cir. 1934); Becker v. Bemis, 104 F. 2d 871 (8th Cir. 1939) 


® United States v. John Gallagher Co., 83 F. 2d 368 (6th Cir. 


1936); Lowe Bros. Co. v. United States, 92 F. 2d 905 (6th 
Cir. 1937); compare Stone v. White, 301 U. S. 532, 57 Sup. 
St. 851 (1937); R. H. Stearns v. United States, supra note 21. 


The reader should also examine Int. REv. 


Cope § § 6514(a) 
and (b). 


closed in the Bureau. After the statutory period for 
the assessment of further deficiencies had expired the 
executor filed a claim for refund. The Third Circuit 
held that the settlement was not a binding agree- 
ment since it was not approved as required by statute. 
The court further observed that the suit for refund was 
not barred by the doctrine of equitable estoppel since 
there had been no misrepresentation on the part of 
the taxpayer. It was then stated that the government 
had suffered no detriment since it was entitled to set- 
off any balance of the tax due and unpaid, even though 
a further assessment was barred. 

The merit of this decision seems unquestionable. 
First of all it accords with the fundamental concept 
of equitable estoppel by requiring that the elements 
of misrepresentation, reliance and detriment be pres- 
ent. Also, it permits the t taxpayer to re claim any money 
which is justly owing him without prejudicing the 


gov ernment in re taining taxes actually due. 


Promissory estoppel 


On the other hand, the taxpayer has generally found 
it advisable to proceed with caution and frankness 
in reaching any type of agreement with the officials in 
the IRS. It appears certain, in the light of a number 
of cases, that conduct on the part of the taxpayer 
amounting to misrepresentation accompanied by’ re- 
liance and detriment to the government will consti- 
tute the basis for the application of equitable estoppel 
against the taxpayer. And, while exception hereto- 
fore has been taken to the application by the courts 
of equitable estoppel where the elements necessary to 
give rise to that doctrine have not been present, it 
appears that a substantial argument may be main- 
tained in favor of the government based on broader 
principles of promissory estoppel. The Restatement 
Contracts at Sec. 90 (1932) defines promissory es- 
toppel thus: “A promise which the promisor should 
reasonably expect to induce action or forbearance of 
a definite and substantial character on the part of 
the promisee and which does induce such action or 
forbearance is binding and injustice can be avoided 
only by enforcement of the promise.” Under this view 
the courts would not be called upon to look for the 
element of misrepresentation on the part of the tax- 
payer, but rather would look for action or forbear- 
ance on the part of the government induced by a 
promise of the taxpayer. Under these circumstances, 
the promise should be enforced order to prevent 
substantial injustice to the government. This theory, it 
seems, was the basis for the decision of the court in 
Ralston Purina Co. v. United States 58 F. 2d 1085 (Ct. 
Cl. 1932). Here the taxpayer, in an effort to avoid pay- 
ment of a proposed deficiency for the year 1918, re- 
quested the Commissioner to postpone collection of the 
tax until an overpayment for the year 1919 could be ad- 
justed. The Commissioner agreed and both assessment 
and collection were deferred until subsequently barred 
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by the statute of limitations. Thereafter the taxpayer 
sued for a refund of tax which the Commissioner had 
withheld from the return of the overpayment for 1919 
to cover the tax due for 1918. The taxpayer claimed 
that the amount could not be withheld since not 
assessed until after the running of the statute of limi- 
tations. The court held that but for the request of 
the taxpayer the assessment would have been made 
within the statutory period; hence, the taxpayer should 
be estopped from asserting that the government had 
no right to retain that portion of the 1919 overpay- 
ment equal to the additional tax due for 1918. The 
court stated that the request for the Commissioner 
to withhold assessment of the 1918 tax amounted to 
an agreement on the part of the taxpayer that if the 
government would relieve him of paying the 1918 
tax until an adjustment of the 1919 tax could be made, 
the government might retain a sufficient amount of 
the 1919 overpayment to satisfy the deficiency for 
1918. Hence, the court argued, it would be inequitable 
to permit the taxpayer to renounce his previous agree- 
ment after the government had acted in reliance 
thereon. The result seems correct since the entire 
amount retained by the Commissioner was due the 
nment. This decision should also be considered 
along with Section 6401(a) which provides that “any 
tax . . . assessed or paid after the expiration of the 
period of limitation properly applicable thereto shall 
be considered an overpayment and shall be credited 
or refunded to the taxpayer if claim therefore is 


gover 
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filed within the statutory period of limitations for 
filing such claim.” It has been held that the collection 
of a barred income tax by crediting an overpayment of 
an income tax for another period against it constitutes 
an “overpayment” under this section and that the tax- 
payer is entitled to recover the amount thus credited.® 
Although this section was not in effect at the time the 
transactions arose in the Ralston case, it seems that use 
by that court of the broad principles of estoppel would 
indicate a possible exception to the operation of that 
statute in cases involving fact situations similar to 
those in Ralston. 

Despite the apparently satisfactory result reached 
by the court in the Ralston case by the use of broader 
principles of estoppel, there is serious doubt that 
these principles should be applied in cases similar 
to the Guggenheim case where the government has 
money which should be refunded to the taxpayer and 
where there has been no misrepresentation on the part 
of the taxpayer. In such cases the government has 
incurred no detriment other than the additional cost 
of litigation and substantial justice may be maintained 
by permitting the government the usual defense of 
set-off. * 


[This article is based on a note written by Mr. Johns- 
ton for the Cincinnati Law Review, Vol. 23, page 214. 
Because of Mr. Johnston’s absence in the armed forces 
he has authorized the editors to make certain adapta- 
tions of his earlier paper for publication here.| 





QUALITY CONTROL 


\ r LEAST TWO METHODS are avail- 
able at the regional level for 
quality control over tax decisions 
within the region. One is through 
the review of decisions reached in by 
each district office under the super- 
Regional Commissioner. 


Under a sampling method, review 


vision of a 


tween regions. 


FOR TAX SETTLEMENTS 
terpretations and approaches being 
used by examining officers and re- 
viewers in determining tax liability. 
There are also numerous methods 

which the National Office can 
maintain policy control and supervi- 
sion to provide consistency as be- 
These method: in- The N 


direct contact on a personal basis 
with the staff of the Regional Com- 
missioner’s office to explore issues 
and to provide assistance in the ap- 
praisal of issues arising within the 
regions in the interpretation of the 
tax laws. 

National Office will maintain 





will be conducted of representative 
where there have 
with taxpayers 
reached but also 
where revenue agents have accepted 
returns as filed. This review will be 
conducted by a small staff at the 


cases not only 
been controversies 


and _ settlement 


Regional Commissioner's level. 
Through the review of such cases the 
Regional Commissioner’s office will 
have direct access to the thinking 
and the nature of decisions being 
reached at the local level. 

the staff at the Re- 
gional Commissioner's office will con- 
duct a constant program of visita- 
tion to the offices of District Direc- 
tors; and through first-hand contact 
they will discuss and review the in- 


In addition, 


clude the following: 

The Regional Commissioners will 
report to the National Office on ex- 
ceptions and inconsistencies which 
they have detected and taken steps 
to correct within their regions. The 
reporting of these matters to the Na- 
tional Office will provide the oppor- 
tunity for survey as to whether the 
steps taken in the region are con- 
sistent with the National policy and 
are being applied in other regions. 

The National Office will also re- 
ceive other management information 
reports as to the audit activities and 
types of issues being detected and 
determined in all the regions. 

The National Office will also main- 
tain a roving staff which will be in 


a continuing program of examina- 
tion of issues, which upon basis of 
reports from the regional offices and 
independent study of issues in con- 
troversy require the issuance of clari- 
fying rulings or policy instructions 
from the National Office. Continuing 
efforts will be made to increase the 
flow of guide materials from the Na- 
tional Office which will be available 
not only within the Revenue Service 
but also to taxpayers. 

District Directors’ offices are auth- 
orized where confronted with a novel, 
complex, or policy question on which 
the advice of the National Office is 
needed to refer the issue to the Na- 
tional Office for consideration. . . . 
from a speech by Norman Sugarman 
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How new concept of “partnership interest” 


underlies many problems with new Code 


BY DOUGLAS D. DRYSDALE 


The new concept of a “partnership interest” is the key to understanding much of 


the partnership material in the new Code. This article illustrates how this concept 


works in practical application of Subchapter K 


6 Re INTERNAL REVENUE CODE of 

1954 contains many innovations in 
the partnership area. The new 
have deservedly 
for being among the most complex in 
the new law. 

While road_ to 
understanding Subchapter K of the 
1954 Code, its various provisions can 
be comprehended more readily once a 


rules 
earned a_ reputation 


there is no royal 


single fundamental proposition of the 
new rules has been grasped. This is 
that a partnership interest is, in general, 
no longer treated as an undivided in- 
terest in the net worth of the firm, but 
rather as an undivided interest in the 
assets of the firm. Such a concept, of 
course, requires that each partner also 
be treated as being individually sub- 
ject to a pro rata share of all partner- 
ship liabilities. 

Under the old law, it was well 
settled that a partnership interest was 
an item of intangible personal property, 
ownership of which was vested in the 
partner. 
as having any separate interest in the 
firm assets, ownership of which was 
treated as vested in the partnership it- 
self. Similarly, liabilities of the partner- 
ship were not attributed to individual 
partners. This is the concept embodied 
in Uniform Partnership Act. 

In the language of the scholars, the 
approach of the old law could be 
labeled, more or less accurately, as 


The partner was not regarded 


typifying the 
the new law 


“entity” concept. That of 
approaches much more 
the so-called “aggregate” con- 
cept. Under the new law, a partner is 
taxed very much as if he were simply a 
tenant in common with respect to part- 
nership property, and severally liable 
with the other partners for the partner- 
ship debts. The foregoing statements 
are admittedly rough generalizations, 
and are so intended. But they do pro- 
vide a convenient frame of reference 
within which the new Code provisions 
may be analyzed and understood. 


closely 


Treatment of unrealized receivables 
Consider, for example, the treatment 
of the sale of a partnership interest 
under Section 741 when there are “un- 
realized receivables” and “substantially 
appreciated inventory items.” The trans- 
feror partner is now taxed as if he had 
sold three separate items of property: 


(1) an interest in the 
“unrealized receivables”; 

(2) an undivided interest in “sub- 
stantially appreciated inventory 
items”; and 

(3) an undivided interest in all other 
firm property, this being col- 
lectively treated as a capital 
asset. 


undivided 


The transferor then takes into account, 
in calculating the amount received for 
his interest, not only the cash and the 
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value of other property passing directly 
to him from the transferee, but also the 
amount of the tranferor’s “share” of 
partnership debts “assumed” by the 
purchaser. Any gain attributable to (1) 
or (2) is, of course, ordinary income; 
while any gain or loss attributable to 
(3) is capital gain or loss. 

This is almost the same result as 
would follow from the sale of an un- 
divided interest in encumbered real 
estate together with the vendor’s share 
of accrued rent due from the tenant. 

Under other provisions (Sections 743 
and 754), on the sale of a partnership 
interest, the basis of partnership assets 
may even be adjusted up or down to 
reflect the difference between the 
amount paid by the transferee and his 
proportionate share of the adjusted 
basis of the partnership 
Such an adjustment, however, is effec- 
tive as to the transferee partner only. 
This is analogous to the situation in 
which one half-owner of a property has 
a different basis for his half-interest 
from that of his co-tenant’s half-in- 
terest. 


properties. 


Disallowance of loss 

A striking illustration of the necessity 
for grasping the partnership-interest-as- 
share-of-assets concept is provided by 
Section 704(d). It is, at first glance, 
one of the more stringent provisions of 
Subchapter K of the 1954 Code. En- 
titled “Limitation on Allowance of 
Losses,” it states: 

“A partner’s distributive share of 
partnership loss (including capital loss) 
shall be allowed only to the extent of 
the adjusted basis of such partner’s in- 
terest in the partnership at the end of 
the partnership year in which such 
loss occurred. Any excess of such loss 
over such basis shall be allowed as a 
deduction at the end of the partnership 
year in which such excess is repaid to 
the partnership.” 

Does this mean that a partner is not 
entitled to a deduction for his share 
of a partnership loss beyond the 
amount which, when charged to his 
capital account, will reduce its balance 
to zero? Or can a partner have a capi- 
tal deficit for tax purposes under the 
new Code? 


An example shows confusion 

Suppose that on January 1, 1955, A 
and B form a partnership to engage 
in the real estate brokerage business, 
each investing $500 cash. The agree- 





r 


ctly 
the 
"of 
the 


me; 


e to 


t as 
un- 
real 
hare 
int. 
743 
‘ship 
ssets 
n to 
the 
1 his 
isted 
rties. 
ffec- 
only. 
n in 
y has 
erest 


lf-in- 


»ssity 
st-as- 
d by 
ance, 
ns of 

En- 


of 


e of 
loss ) 
nt of 
’s in- 
id of 
such 
. loss 
as a 
rship 
id to 


s not 
share 

the 
» his 
lance 
capi- 
r the 


55, A 
igage 
iness, 


igree- 





ment provides that profits and losses 
are to be shared equally. A and B ex- 
pect outgo to be heavier than income 
for the first year or two, so the partner- 
ship immediately borrows $12,000 at 
the bank for operating capital. During 
the year, A and B spend $8,000 on 
advertising, entertainment, rent, 
salaries, and so forth, but take in only 
$1,000 in commissions, thus sustaining 
an operating loss of $7,000, of which 
each partner’s share is $3,500. As- 
suming no transactions other than those 
mentioned, the beginning and year-end 
balance sheets of the partnership would 
be as follows: 


JANUARY 1, 1955 


LIABILITIES 
Note Payable $12,000 


ASSETS 
Cash $13,000 


net worth 


A, capital 500 
B, capital 500 
Totals $13,000 Totals $13,000 


DECEMBER 31, 1955 


Cash $6,000 Note Payable $12,000 
net worth 

A, deficit ( 3,000) 

B, deficit ( 3,000) 

Totals $6,000 Totals $6,000 


Is each partner limited, for 1955, to 
a $500 deduction on account of the 
partnership lossP Or can he deduct 
$3,500, his full share of the loss? 

If the Eighty-Third Congress had 
done nothing to the partnership sections 
of the Code but add Section 704 (d), 
all would agree that each partner could 
deduct only $500. But, under the new 
law, the answer is actually that each 
partner can deduct the full $3,500. 


Is capital account limit of loss? 


What most of us, no doubt, assumed 
on first reading Section 704 (d), was 
that losses could not be deducted 
amount of a_ partner's 
capital account. Under the old law, the 
basis of a partner’s partnership interest 


beyond the 


was normally the same as the balance 
in his capital account, as shown in the 
balance sheet on the back of the part- 
nership tax return. (There would be a 
difference, of course, if the partner had 
acquired his interest by purchase at 
more or less than book value rather 
than by contribution; or if the contri- 
bution was accepted at a different value 
from its basis for tax purposes. ) 

But note that Section 704 (d) does 


not say anything about a_partner’s 


capital account; it makes reference to 
the adjusted basis of his partnership 
interest. 

It is the rules governing the deter- 
mination of this basis of a partnership 
interest (the new Code nowhere defines 
the term) that lead to the conclusion 
that the new Code concept of a partner- 
ship interest is something radically dif- 
ferent from that prevailing under the 
old law. 


New formula for basis 

Section 705 (a) provides, in general, 
that the basis of a partner’s interest in 
a partnership is to be determined by 
means of a formula seemingly much the 
same as that of the old law. That is to 
say, the basis of a partner’s interest is 
increased by capital contributions and 
by his share of taxable income and 
reduced (but not below zero) by with- 
drawals, and his share of losses and 
non-deductible items. (It is also now 
provided expressly that the basis of a 
partner’s interest is increased by his 
share of tax-exempt income and by his 
share of the excess of depletion deduc- 
tions over the basis of the depletable 
property.) So far, the new Code seems 
to be following the familiar pattern of 
identifying the basis of a partnership 
interest with the partner’s capital ac- 
count. 

But, in order to clarify the basis- 
significance of contributions to partner- 
ship capital, Section 722 provides: 

“The basis of an interest in a partner- 
ship acquired by a contribution of 
property, including money, to the part- 
nership shall be the amount of such 
money and the adjusted basis of such 
property to the contributing partner at 
the time of the contribution.” 

It is further provided, however, by 
Section 752 (a)—and this is where the 
new Code completely overturns pre- 
existing concepts of the nature of a 
partnership interest—that: 

“Any increase in a partner's share of 
the liabilities of a partnership, or any 
increase in a partner’s individual liabili- 
ties by reason of the assumption by 
such partner of partnership liabilities, 
shall be considered as a contribution of 
money by such partner to the partner- 
ship.” (Italics added.) 

Section 752 (b) similarly provides 
that any decrease in a partner’s share 
of partnership liabilities is to be con- 
sidered as a distribution of money to 
the partner by the partnership, that is, 
as a withdrawal. 
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“Earnings and profits” provisions 

It may not be readily apparent that 
the new provisions dealing with the 
treatment of partnership liabilities are 
consonant with the “earnings and 
profits” provisions contained in Section 
705 (a). Actually, however, they are 
complementary. Partnership income in- 
creases partnership assets, in turn in- 
creasing each partner’s share of the 
partnership properties, and thus the 
amount of his interest. The payment of 
partnership expenses decreases partner- 
ship assets, thus decreasing each part- 
ner’s share of the partnership properties. 
Where expenses are accrued, rather 
than paid, there is no change either in 
the amount of firm assets or in the basis 
of any partner’s interest; the reduction 
in the basis of each partner’s partner- 
ship interest resulting from the deduc- 
tion of the expense is offset by an in- 
crease in his share of partnership lia- 
bilities. Further, borrowing by the part- 
nership increases partnership assets, 
thus increasing each partner’s undi- 
vided share of partnership properties, 
and the repayment of a loan decreases 
firm assets and consequently each part- 
ner’s undivided share thereof. 

Applying the rules of Sections 705 
(a) and 752 (a) to the foregoing ex- 
ample, we can determine the basis of 
each partner’s interest in the partner- 
ship at the end of the year: 


Basis of Interest 


A B 

Cash contributed 

[705(a)] $ 500 $ 500 
Increase in share of 

partnership liabilities 

[752(a)] 6,000 6,000 
Less share of loss 

[705(a)] (3,500 ) (3,500 ) 
Basis of interest at 

end of year $3,000 $3,000 

That the basis of each partner’s 


partnership interest is also his propor- 
tionate share of the aggregate basis of 
the partnership properties (in this case, 
at least), is demonstrated as follows: 


A B 
One-half basis of 
total assets 


$3,000 $3,000 


Note that the basis of each partner's 
partnership interest is plus $3,000 al- 
though on the partnership books the 
capital account of each stands at minus 
$3,000. The difference, obviously, is ac- 
counted for by the $6,000 share of 
partnership debts to which each one’s 
share of the assets is subject. 
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In other words, since A and B each 
has plenty of basis left in his partner- 
ship interest (though each interest is 
subject to a liability in excess thereof), 
the limitation of Section 704 (d) does 
not apply. 


Does Section 704(d) have teeth? 


If Section 704(d) doesn’t bar the de- 
duction of losses in the illustration given 
above—this being the sort of situation 
to which we might suppose on first 
reading it would most frequently apply 
~does it have any teeth at all? Does it 
follow that no loss deduction can ever 
be denied under Section 704(d)_be- 
cause a partner’s undivided share of 
firm assets can never be less than zero? 
No. For tax purposes, at least, while 
the total amount of firm assets can ob- 
viously never be less than zero, a par- 
ticular partner’s share in them can be 
a minus quantity. 

Suppose, for example, that, in the 
earlier illustration, when the orignial 
cash capital of A and B had been ex- 
hausted, the $12,000 had 
been provided by an additional capital 
contribution from A rather than from 
borrowing. Since the additional contri- 
bution by A would not be a liability of 
the partnership, the basis of B’s interest 


additional 


would not be affected thereby. Thus, at 
the end of the year, B’s interest in the 
partnership assets would be minus 
$3,000. 

This, then, is a situation in which 
Section 704 (d) would apply. B could 
deduct only $500 as his share of the 
partnership loss for 1955. Not having 
“covered” the additional $3,000 of his 
loss, by investing additional cash or 
other property, or by becoming liable 
for partnership debts, his right to the 
deduction is denied, or at least post- 
poned future 
’ profits or otherwise. It is evidently the 
rationale of the new Code that the con- 
tracting of a debt to the partnership— 
that is what the deficit in B’s capital 
account represents—is somehow inade- 


until “repaid” out of 


quate justification for permitting the 
loss deduction regardless of the fact 
that B is, as a matter of local law, abso- 
lutely bound to pay A the amount of 
the deficit if the partnership is dissolved 
at this point. 
Section 704(d) 
deduction of 
situation such as the following: 
Suppose that C and D form a part- 
nership, C contributing inventory items 
with a basis to him of $5,000 and D 


would also bar the 
a partnership loss in a 


June 1955 


contributing land and a building with a 
basis to him of $500, though with a 
present fair market value of $5,000. 
On the books, each partner’s capital 
account is credited with $5,000 and 
profits and losses are to be shared 
equally. Suppose, further, that the en- 
tire inventory is destroyed by flood 
with no insurance recovery, and that 
there are no other transactions during 
the year. While the partnership has a 
$5,000 loss, distributable one-half to C 
and one-half to D, D may deduct only 
$500 for 1955. This is really the same 
case as the preceding, since, for tax 
purposes, the partnership had only 
$5,500 in assets rather than $10,000 as 
shown by the books. 


Purchase for less than book value 

Section 704(d) may also be appli- 
cable in a case where a partner acquires 
his interest in the partnership by pur- 
chase for less than book value. Suppose, 
for example, that E and F are equal 
partners in a partnership the sole asset 
of which is inventory with a tax basis 
of $10,000, but with a fair market value 
of only $2,000. F sells his interest to 
G for $1,000. The basis of G’s interest 
in the partnership is initially $1,000. 
The inventory is sold for $2,000, the 
partnership thus sustaining an $8,000 
loss as shown on the books, one-half of 
which, $4,000, is distributable to G. 
Assuming no other transactions dur- 
ing the year, G would be entitled to 
deduct only $1,000, the amount re- 
quired to reduce the basis of his inter- 
est to zero. 


Borrowing might overcome 704(d) 


It should be noted that in either of 
the last two illustrations, the restriction 
of Section 704(d) might have been 
prevented by the partnership borrow- 
ing money or otherwise contracting 
debts. If the EG partnership, for ex- 
ample, had borrowed $6,000 prior to 
the end of the year, the basis of each 
partner’s interest would have been in- 
creased by $3,000, just as if each had 
borrowed that amount in his own name 
and contributed the cash to the part- 
nership. The addition of $3,000 to the 
basis of G’s interest would be sufficient 
to absorb the portion of his share of the 
loss otherwise not deductible under 
Section 704(d). 

The foregoing discussion by no 
means exhausts the full range of prob- 
lems raised by Section 704(d). How, 
for example, is a partner’s proportionate 


share of the basis of partnership prop- 
erty to be determined? Section 743 
provides: 

“A partner’s proportionate share of 
the adjusted basis of partnership 
property shall be determined in ac- 
cordance with his interest in partner- 
ship capital... .” 

This might be interpreted to mean that 
a partner's share of the basis of partner- 
ship property is to be in proportion to 
his partnership capital. The correct 
interpretation, however, would seem to 
be that a partner’s interest in the firm 
assets would normally be determined 
by adding to the balance of his capital 
account his share of the partnership 
liabilities, the latter in turn being de- 
termined by the profit and loss ratio. 
(An adjustment would have to be made 
where the capital account did not re- 
flect the basis to the contributing part- 
ner of contributed property or where 
the Section 743 adjustment had not 
been elected in the case of a transferee 
partner.) Where the partnership agree- 
ment includes complex provisions as to 
the division of profits and losses, sub- 
stantial problems may be found in 
ascertaining a partner’s share of part- 
nership liabilities. 


Postponed loss under Section 704(b) 

What happens when a partner with 
a postponed loss under Section 704(b) 
sells his interest? The answer would 
seem to be that the ordinary loss deduc- 
tion is gone forever, being applied to 
reduce what would otherwise be a com- 
mensurately greater capital gain if the 
new Code had permitted the existence 
of a “negative basis.” (This should ob- 
viously never happen to any well-ad- 
vised partner. ) 

A further question arises in regard to 
the treatment of the accrued liabilities 
of the cash-basis partnership. Are such 
liabilities, for which no income tax de- 
duction is allowable, to be taken into 
account in determining the basis of a 
Logically, the 
answer would seem to be “no,” but 
752(a) 


between accrued liabilities of a cash- 


partnership interest? 


Section draws no distinction 
basis partnership and any other sort of 
partnership liabilities. 

Do we perhaps need a new provision 
dealing with “unrealized payables?” 


[Mr. Drysdale is a member of the Vir- 
ginia bar, and a certified public account- 
ant. He is a partner of Musselman and 
Drysdale, Charlottesville.] 
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Extra relief for loss corporation having 


dividend income: 


W E SEE IN SECTION 172 some un- 
expected (and we suspect unin- 
tended) extra relief for a corporation 
which has a net operating loss after 
taking into account substantial dividend 
domestic sources. This 
comes from a careful scrutiny of the 
language of Sections 243 and 246, in- 
volving the dividend received deduction 


income from 


for corporations. 

Section 243(a) of the Internal Reve- 
nue Code of 1954 sets forth the general 
rule that in “the case of a corporation, 
there shall be allowed as a deduction an 
amount equal to 85 percent of the 
. from 
a domestic corporation. . . .” Congress 
in Section 246(b)(1) then proceeded 
to lay down a further limitation to the 
effect that the deduction “shall not ex- 
ceed 85 percent of the taxable income 
computed without regard to” the net 
operating loss deduction, but Congress 
did not stop there. 

It expressly provided an exception, 
and a very potent exception, in the case 
of a loss corporation. The legislative 
exception sets forth, in plain and clear 
language, that the latter limitation (of 
85% of the taxable income) “shall not 
apply for any taxable year for which 
there is a net operating loss (as deter- 
mined under Section 172) Section 246 
(b) (2).” An examination of the Senate 
Finance Committee Report also consist- 
ently points out, with regard to the 
statutory language, that: 

“This new paragraph (2) in effect 
provides that if the shareholder cor- 


amount received as dividends. 


another loophole? 


by JEROME TANNENBAUM 


poration has a net operating loss, as 
determined under Section 172, for any 
taxable year, then the deductions pro- 
vided in Sections 243, 244 and 245 
shall be allowable for all tax purposes 
without regard to the limitation pro- 
vided in paragraph (1) of subsection 
(b).” 

A quick hop, skip and jump over to 
the provisions for the net operating loss 
deduction further support the interpre- 
tation that the second limitation is inap- 
Section 172(c) 
of the 1954 Code defines a net operat- 
ing loss as the excess of deductions over 
gross income, and expressly commands 
that such “excess shall be computed 
with the modifications specified in sub- 
section (d).” 

A careful look at subsection (d) of 
Section 172 shows that Congress went 
out of its way to provide that no modi- 
fication was intended for the special de- 
duction for dividends received. Para- 
graph (6) of subsection (d) (of Sec- 
tion 172) unequivocally dictates that 
the “deductions allowed by Sections 
243 (relating to dividends received by 
corporations), 244. . ., and 245. 
shall be computed without regard to 
Section 246(b)” (relating to limitation 
on aggregate amount of deductions). 

Accordingly, if a corporation has any 
dividend income in a year of a loss, 
then its actual net operating loss for a 
taxable year will be hiked up by the 
amount of its special dividends received 
deduction (i.e., by 85% of its gross 
domestic dividend income). For ex- 


343 


plicable in a loss year. 


ample, assume the following facts: 


Gross INCOME: 





Gross profit from sales $100,000 
“Domestic” dividends 20,000 
Gross Income $120,000 
Depuctions (other than 

dividend received deduc- 

tions ) 150,000 
Loss $( 30,000 ) 
Special deduction for dividends 

received (85% of $20,000) 17,000 
Net operating loss $( 47,000 ) 


The special deduction is computed with- 
out being limited to taxable income, and 
the actual net operating loss is increased 
by 85% of the dividends to constitute 
the “net operating loss” for tax pur- 
poses. So says the statute, believe it or 
not! 

On the other hand, assume that an- 
other corporation has the same amount 
of gross profit from sales, $100,000, and 
the same amount of domestic dividends, 
$20,000, or a total gross income of $120- 
000. Also assume that its operating ex- 
penses are $103,000 (instead of $150,- 
000). Its taxable income would then be 
$17,000 (before the special deduction 
for dividends received). In the latter 
case, its dividend received deduction is 
limited to $14,350 or 85% of its “tax- 
able income.” Thus, the profitable cor- 
poration will receive a smaller special 
deduction than the loss corporation. 

Caveat! A corporate taxpayer which 
may increase its net operating loss by 
disregarding the limitation based on 
taxable income should, under the pres- 
ent law, do so. However, it should not 
be disillusioned if Congress passes re- 
troactive legislation which requires the 
special deduction, and the net operating 
loss, to be computed with regard to the 
limitation based on taxable income. * 


Mr. Tannenbaum is an attorney prac- 
ticing in New York City. He is former 
special attorney in Office of Chief Coun- 
sel of Bureau of Internal Revenue. 


Avoid tax trouble by picking 
safe corporate name & purpose 


THE NAME you PICK for your corpora- 
tion can affect its tax status, as can 
the purpose clause of the articles of 
incorporation. From a tax angle, the 
thing to be careful about in selecting 
a name is not choosing one which may 
give the impression that the corpora- 
tion is a personal holding or invest- 
ment company. When corporate re- 
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turns are scanned in the offices of the 
Director of Internal Revenue, a _per- 
fectly harmless looking return may be 
scheduled for examination on the sus- 
picion, based on the name, that it is a 
personal holding or investment com- 
pany. Simply to avoid trouble, do not 
indicates that the 
company is of this type. 

The same rule applies in general as 


use a name that 


to the purposes clause of the articles of 


June 1955 


incorporation. If one of the purposes 
set forth therein is to hold investments, 
the time may well arise when that will 
be an important factor in a tax case. 
If, however, the corporation has no 
general powers to go into the invest- 
ment business, this fact may be of 
great use in defending the charge that 
it is a personal holding company or the 
charge that it is accumulating its sur- 
plus under Section 531. vr 


Analysis of proposed Regulations covering 


liquidation or sale of a corporation 


YECTION 1.336-1 of the 
Ss regulations states that gain or loss is 
recognized to a corporation upon all 
sales by it, whether directly or through 
trustees or a receiver, except as pro- 
The significance 


proposed 


99o”7 


vided in Section 337. 
of this provision is not immediately ap- 
parent. However, the reference to 
“trustees” and “receiver” might indicate 
that what is aimed at are dispositions 
of assets carried out in the form of a 
distribution to a receiver or trustees for 
shareholders and a sale by such repre- 
sentative to outsiders. In other words, 
no sale by or for a corporation will be 
conceded by the government to escape 
the rule of Commissioner v. Court 
Holding Company, 324 U.S. 451, unless 
it is made within the complete liquida- 
tion provisions of Section 337. In addi- 
tion it rehearses the language of Section 
336 of the Code that no gain or loss 
is recognized to a corporation on the 
distribution by it of property in kind 
- in partial or complete liquidation re- 
gardless of whether such distributed 
property has increased or decreased in 
value since its acquisition by the cor- 
poration. 


General provisions (Section 1.337-1) 
Section 337 of the Code was enacted 
to obviate the necessity for taxpayers 
to arrange carefully the circumstances 
surrounding the sale of corporate prop- 
erty to avoid corporate tax. The inten- 
tion, of course, is to have the share- 
holders make the sale rather than the 
corporation, in the hope that the trans- 
action would be held to qualify as tax- 
free to the corporation under the rule 


by Ropert H. KinpERMAN 


of U.S. v. Cumberland Public Service 
Company, 338 U.S. 341, rather than 
be taxed as a corporate sale under Com- 
missioner v. Court Holding Company, 
324 U.S. 451. 

This subsection of the Regulations 
amplifies the Code provision that all 
assets of the corporation must be dis- 
tributed within 12 months after the 
adoption of a plan of complete liquida- 
tion, less assets retained to meet claims, 
by providing that such retained assets 
“must be specifically set apart for that 
purpose and must be reasonable in 
amount in relation to the items in- 
volved.” It is stated that the claims so 
provided for may include “unascer- 
tained or contingent liabilities or ex- 
penses.” 

A corporation is generally taxable 
upon distributions of installment obliga- 
tions in partial or complete liquidation 
under the provisions of Sections 336 
and 453(d) of the Code. However, this 
subsection of the Regulations refers to 
Section 453(d)(4)(B) of. the Code, 
which provides that in Section 337 
liquidations no gain or loss is recognized 
to the corporation upon a distribution 
of an installment obligation if no gain 
or loss would have been recognized if 
the corporation had sold or exchanged 
the installment obligation on the day it 
was distributed in liquidation. Under 
Section 337(b)(1)(C) of the Code, 
installment obligations acquired by the 
corporation in connection with sales of 
non-inventory. assets made before the 
adoption of the plan of complete liqui- 
dation are not included in the definition 
of “property” exempt from tax under 


Section 337(a). However, Section 453 
(d)(4)(B) operates to except from 
corporate tax gain or loss on installment 
obligations distributed within the 12- 
month period after the adoption of the 
plan of liquidation if the installment 
obligations were acquired by the cor- 
poration (a) as a result of a sale of a 
non-inventory asset within the 12-month 
period, or (b) as a result of a bulk sale 
of inventory authorized under Section 
337(b) (2) of the Code. The Regula- 
tions as drawn, by the reference to Sec- 
tion 453(d)(4)(B), recognize the 
above instances in which installment 
obligations may be distributed without 
tax to the corporation. 


Sales or exchanges under Section 337 
(Section 1.337-2) 


The Regulations provide that all sales 
or exchanges in the 12-month period 
after the adoption of the plan of liquida- 
tion are free of corporate tax if all other 
conditions of Section 337 are met. In 
determining whether a sale occurs on 
or after the date of the adoption of the 
plan, “the fact that negotiations with 
a view towards sale may have been 
commenced, either by the corporation 
or its shareholders, or both should be 
disregarded,” and regardless of whether 
the sale is made by the corporation or 
the shareholders, thus expressly stating 
the rule of law intended to be estab- 
lished by Section 337. See Senate Com- 
mittee Report, pp. 258-259. 

The date of adoption of the plan of 
complete liquidation “is the date on 
which occurs the first step in the execu- 
tion of such plan, but not later than the 
date of the adoption of the resolution by 
the shareholders authorizing the distri- 
bution of the corporate assets in redemp- 
tion of all the stock pursuant to which 
the corporation is liquidated. In deter- 
mining such date, consideration will be 
given to the dates of any sales of prop- 
erty (as defined in Section 33(b)) not 
ordinarily made in the conduct of the 
business as well as all other relevant 
facts and circumstances.” 

Taxpayers would be well advised to 
postpone any actual sale or formal con- 
tract to sell until after the date upon 
which the plan of liquidation is formally 
adopted by the shareholders in order 
to avoid an unnecessary factual issue 
regarding the date of adoption of the 
plan. 


Property defined (Section 1.337-3 ) 


With the exception of the items re- 
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ferred to in Section 337(b)(1), the 
Regulations state that the term prop- 
erty “includes all assets owned by a 
corporation.” 

In noting the conditions, stated in 
Section 337(b)(2), under which in- 
ventory may be considered to be 
exempt property, the Regulations note 
that the term “substantially all” of the 
inventory includes inventory which is 
subject to liabilities, specific or other- 
wise. Also, Section 337(b)(2) is ex- 
pressly made inapplicable “if the in- 
ventory so sold is replaced by like in- 
ventory, or by a new kind of inventory.” 
This provision carries out the intent of 
the Senate Committee Report (p. 259) 
where it is stated: “Your committee in- 
tends that where a bulk sale of the in- 
ventory assets is made at the beginning 
of the 12-month period, that no replace- 
ment of inventory or the acquisition of 
a new kind of inventory to conduct 
ordinary business for the balance of the 
12-month period will be allowed. Thus, 
the bulk sale referred to will ordinarily 
be the last sale made by the corporation 
of its inventory.” Sales of inventory not 
sold in bulk during the 12-month period 
are subject to corporate tax at ordinary 
rates. 

1.337-3 
provides that where a corporation is 
engaged in two or more distinct busi- 
nesses, no corporate tax will be in- 
curred if substantially all the inventory 
attributable to one business is sold in 
a bulk sale. Subsection (d) gives three 
examples: (1) Where a corporation 
operates a grocery store at one location 


Subsection (c) of Section 


and a hardware store at another, a sale 
of substantially all of the grocery or 
hardware inventory, without a sale of 
the other, will be free of corporate tax 
under the exception stated in Section 
337(b) (2). (2) Same result—where a 
corporation sells substantially all of the 
inventory located in one of two depart- 
ment stores selling the same kind of 
inventory, where the same warehouse is 
used for both stores and no part of the 
inventory in the warehouse is sold in 
bulk. (3) Same result (no corporate 
tax)—where, on the same facts as in 
(2) the part of the warehouse inven- 
tory is sold which “can be clearly 
determined” as attributable to the store 
whose assets, including store inventory, 
are sold. 

Subsections (c) and (d) seem to be 
a fair administrative interpretation of 
the law with a view to practical clarifi- 
cation and operation of the statute. 
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Subsection (a) merely paraphrases 
Section 337(c)(2) of the Code, and 
subsection (b) gives substantially the 
same example as appears on page 260 of 
the Senate Committee Report to 
clarify the intricate wording of the 
statute. Code Section 337(c) (2) prob- 
ably cannot be summarized or ex- 
plained less succinctly than is done in 
these subsections of the Regulations and 
in the Senate Committee Report. 

Subsection (c) lays down allocation 
rules which do not appear elsewhere. 
It provides that the basis of a liquidat- 
ing subsidiary corporation’s stock in the 
hands of its parent is to be allocated to 
the tangible and intangible assets of 
the subsidiary in proportion to their 
fair market values on the date the first 
asset is sold by the liquidating subsid- 
iary. Such allocation is to remain un- 
changed “for the purpose of determin- 


‘ing recognized gain” on subsequent 


sales of assets by the liquidating sub- 
sidiary unless the stock ownership of 
the parent changes. In such event, a 
new allocation is to be made on the 
date of the first sale of assets after the 
change of stock ownership of the 
parent on the basis of the fair market 
values of the assets on such date. These 
provisions seem necessary and should 
be helpful in guiding both taxpayers 
and the government in interpreting and 
observing the basis and gain and loss 


provisions of Sections 334(b)(2) and 
337 (c) (2), both of which are compli- 
cated when read but simple and fair 
when deciphered. 

The Regulations may have to be en- 
larged or clarified to distinguish between 
stockholders of a parent of a liquidating 
subsidiary who do and who do not sell 
stock of the parent during the 12-month 
liquidation period of the subsidiary. 


Information to be filed 
1.337-5 ) 


This section is self-explanatory and 
appears reasonable. Section 1.338. The 
Regulations merely quote the Code 
section, which provides: “For special 
rule relating to the effect on earnings 
and profits of certain distributions in 
partial liquidation, see Section 312(e).” 

Code Section 312(e) and Regula- 
tions Section 1.312-5 state that the part 
of a distribution in partial liquidation, 
or a redemption to which Code Section 
302(a) or 303 applies, which is charge- 
able to capital account shall not be 
treated as a distribution of earnings and 
profits. 


(Section 


[Mr. Kinderman is a member of the Illi- 
nois bar and is associated with the 
Chicago law firm of Sidley, Austin, 
Burgess & Smith. He was formerly in 
the Appeals Division of the Chief Coun- 
sel’s office of IRS.] 


Allocation of basis to Section 306 stock 


can result in larger 


YarL EsENorF of San Diego points 
out a possible trap in the handling 
of Section 306 stock. When part of 
the basis of old stock is allocated to 
Section 306 stock, he says, and the 306 
stock is disposed of, the proceeds are 
treated as a dividend. Mr. Esenoff, 
who is editor of the accounting sec- 
tion of this journal, sent us these com- 
ments he developed for his discussion 
at the California Fifth Annual Tax Ac- 
counting Conference. 

If the proceeds of a disposition of 
Section 306 stock are large enough, the 
allocated basis is considered in com- 
puting capital gains. If Section 306 
stock is redeemed by the issuing corpo- 
ration, the redemption is treated as a 
distribution provided in Section 301. 


ordinary income 


But if the disposition is not a redemp- 
tion, the amount received is treated as 
ordinary income, not capital gain, to 
the extent that the proceeds equal the 
amount that would have been a divi- 
dend had cash been distributed in an 
amount equal to the fair market value 
of the stock when issued. If the proceeds 
exceed the amount taxable as ordinary 
income, the next portion of the pro- 
ceeds is offset against the allocated 
basis, and finally the excess of the pro- 
ceeds over the allocated basis is tax- 
able as capital gains. No loss is recog- 
nized. The law itself merely refers to 
the adjusted basis of the stock without 
giving a special definition in this sec- 
tion. But under Section 307, nontaxable 
stock dividends take an allocated basis 
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from the old stock. Various tax serv- 
ices discuss the basis in their explana- 
tions and one states: 

Upon the receipt of a stock dividend 
the basis for the underlying stock must 
be allocated in part to the dividend 
stock. If the dividend stock is tainted 
and disposed of, the stockholder may or 
may not recover his basis for the new 
stock, depending on the amount of 
corporate earnings and profits at the 
critical time. But in any event, he has 
definitely lost so much of his basis for 
the old stock as has been transferred to 
the new stock. The fact that the entire 
proceeds from the dividend stock may 
be taxed to him as ordinary income 
probably does not entitle him to restore 
the basis of his old stock to its original 
figure. 

In his article in the September 1954 
issue of The Journal of Accountancy, 
T. T. Shaw is not so positive regarding 
the lost basis, stating: 

... the entire proceeds will be treated 
as gain from the sale of a noncapital 
asset to the extent there would have 
been a dividend if the corporation, at 
the time of distribution, had distributed 
money instead of Section 306 stock. If 
the proceeds do not exceed this amount, 
the basis of the stock may be lost .. . 

On the other hand, the Senate Com- 
mittee Report does not consider allo- 
cated basis in an example of the tax- 
ability of a disposition of Section 306 








Acquisition held solely for stock despite 
payment of back taxes and interest 
[Certiorari denied.] Taxpayer acquired 
all the assets of another corporation for 
its stock but also paid back taxes and 
interest of transferring corporation, and 
a stockholder of taxpayer lent the other 
corporation $20,000. The taxpayer 
claimed the acquisition (in 1936) was 
not “solely for stock,” there was no tax- 
free reorganization, and its basis was 
cost not transferor’s basis. The Court 
disregarded the loan as not given in 
exchange for assets. The Court reviewed 
the cases interpreting the provision in 
the Code that acquisition is solely for 
stock even though liabilities are as- 
sumed and concluded this exception ap- 
plied to liabilities determined and fixed 
prior to the reorganization. Since the 
taxes and interest here arose prior to 
the reorganization, this is a tax-free ex- 
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stock. A corporation with a single stock- 
holder and only common stock out- 
standing declares a dividend in pre- 
ferred stock having a par value of 
$100,000 at a time when the accumu- 
lated earnings are $100,000. This divi- 
dend stock is Section 306 stock and if 
the stockholder later sells the stock for 
$100,000 the full amount is taxable as 
ordinary income. The Senate Report 
subsequently states: “Thus, if in the 
preceding example the stock had been 
sold for $110,000 (instead of $100,- 
000), the $10,000 would be taxed at 
rates applicable to capital gain.” Here 
no mention is made of any basis which 
should have been allocated from the 
underlying coinmon stock. Could this 
example be used as an argument that 
basis does revert to the original stock. 

It may be possible, based on the 
Senate Report example and the over- 
all aspects of Section 306, to argue that 
Section 306 stock is merely an append- 
age to its underlying stock and that no 
basis should be allocated to the tainted 
stock. The adoption of a “no basis” 
theory would overcome the problem of 
vanishing basis and would protect the 
over-all equity while still preserving the 
aspect of a deferred dividend in the 
tainted stock. This argument seems 
weak, however, when considered in 
connection with Sections 305 and 307, 
and the specific reference to adjusted 
basis in Section 306(a) (1) (B) (ii). * 





change. Further, the land so acquired 
was held for sale and the gain is ordi- 
nary income. This despite the fact that 
it was rented pending sale. Stockton 
Harbor Industrial Co. v. Comm., CA-9, 
11/1/54, cert. den., 4/11/55. 


Advances to family corporation were 
capital; no bad debt allowable. Tax- 
payer and her husband owned 50% of 
the stock of a mining company. She 
lent it funds to buy equipment, etc. The 
Tax Court found that the advances 
were capital; in any event she had not 
proved worthlessness in the year 
claimed. This court finds no error in 
the determination by the Tax Court. 
Root v. Comm., CA-9, 3/7/55. 


Debentures issued to stockholder for 
franchises, ratio to stock 4 to 1, upheld 
as debt. [Acquiescence.] Taxpayer was 


incorporated while its creator was ne- 
gotiating valuable franchise contracts. 
These he turned over to the corporation 
for $100,000 in debentures; for tangible 
assets he was issued $25,000 par stock. 
The Tax Court found that the franchises 
were worth $100,000 and pointed out 
that the debentures had a fixed matu- 
rity and low interest payable whether or 
not earned. It commented that the cor- 
poration was not overly thin. Interest 
allowed as a deduction. John W. Walter, 
Inc., 23 TC No. 69 Acq. IRB 1955- 
14, 6. 


Designation as “preferred stock” out- 
weighs testimony of intention to bor- 
row; “interest” disallowed. Taxpayer 
deducted “interest” pain on securities 
designated on its books and corporate 
records as preferred stock. In the tax- 
payer's favor were the fact that there 
was a definite maturity date and that 
the intention was to borrow money for 
working capital. This court however 
upholds the District Court disallowance 
of the claimed interest—the corporate 
actions referring to the preferred stock 
outweighs the other evidence. Crawford 
Drug Stores, Inc. v. U.S., CA-10, 
3/15/55. 


Transfers among wholly-owned corpo- 
ration ignored; exchanges held taxable. 
Taxpayer, Jackson, owned */, of the 
stock of Empire. His basis was $667. 
Due to friction with the owner of */; 
of the stock they agreed that 1/, of 
empire's assets would be taken out. A 
subsidiary of Empire (Delaware) was 
created to receive the 1/3 assets. Jack- 
son meanwhile transferred his Empire 
stock to a new wholly-owned corpora- 
tion of his (Dunelle) and had Dunelle 
sell the Empire stock to another of his 
wholly-owned corporations (Belgrade) 
for $470,000, its fair value. Thus it was 
Belgrade that turned the 1/, of Empire 
stock to Empire for the stock of Dela- 
ware (the holder of the 1/, of Empire’s 
assets). Jackson’s theory was that the 
sale by Dunelle to Belgrade resulted in 
a gain of $469,333 reportable on the 
installment basis and that the redemp- 
tion of Empire stock resulted in no gain 
to Belgrade because its basis was equal 
to the redemption proceeds. The Tax 
Court agreed with the Commissioner 
that Dunelle and Belgrade and their 
transactions are to be ignored. Jackson 
realized capital gain on the surrender 
of Empire stock for Delaware stock. 
Howard A. Jackson, 24 TC No. 1. 
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NEW DEVELOPMENTS IN 


Exeise taxes 


OF GENERAL INTEREST 





How to get refund on excise tax paid 


on warranty price under GM decision 


N ow THAT certiorari has been denied 
- in the General Motors case, tax- 
payers might as well get on with the 
business of claiming refunds according 
to the Court of Claims decision (121 F. 
Supp. 932 (Ct. Cl. 1954). Just as the 
Supreme Court announced its disposi- 
tion of the case we received from 
Sidney Tyson Parr, Jr., of Syracuse, the 
following notes on filing for refunds. 


Costs are non-taxable 

The facts, Mr. Parr reminds us, are 
these: General Motors, the plaintiff-tax- 
payer, manufactured electric refrigera- 
tors, which are subject to a 5% excise 
tax. A charge of $5 which was itemized 
separately, was included in the sale 
price of all refrigerators from 1937 to 
1941. This amount covered a four-year 
warranty extension, included in the 
“Five-year Protection Plan.” The war- 
ranty guaranteed the replacement of the 
sealed-in refrigerating unit for five 
years. The first year warranty was a 
standard manufacturer’s warranty for 
which there was no charge separately 
itemized, although it was computed and 
set up as a reserve on the company’s 
books. 

The tax was paid on the $5 charge 
included in the unit price. Taxpayer 
sued to recover the tax paid on the 
warranty extension arguing that the sale 
was of a refrigerator and “something 
else” (the four-year warranty), not sub- 
ject to the manufacturer’s excise tax. In 
a five-to-four opinion, the Court of 
Claims held that the taxpayer sold a 
warranted refrigerator, and was liable 
for tax on the entire price. However, a 
credit was allowed for the cost of ful- 
filling the four-year warranty as a bona- 
fide price allowance. 

The term “warranty extension” covers 
those warranties that extend the period 
of time during which a manufacturer 


concerning 


will honor his original guarantee. Non- 
optional warranties are those which 
must be purchased with the article. 
Thus, in the case cited, the buyer could 
not purchase the refrigerator without 
paying the uniform charge for the ex- 
tension. The Internal Revenue policy 
non-optional manufac- 
turer's extension warranties was to in- 
clude the warranty charge in the price 
in computing the excise tax (S.T. 858, 
1937-1 Cum. Bull. 325). 

This decision, while not overruling 
the present policy that nonoptional ex- 
tension warranties may not be excluded 
in computing the manufacturer's excise 
tax, now permits a claim for refund or 
credit to be filled for the tax paid on the 
amount expended in fulfilling these 
warranties. 

A claim for refund or credit of excise 
taxes paid on extension warranties 
should be filed under Section 3313 of 
the 1939 Code for those excise taxes 
imposed by the 1939 Code (I. R. Mem. 
145 (1954)). A claim for refund or 
credit of excise taxes imposed by the 
1954 Code should be filed pursuant to 
Section 6511 of the new Code. Thus, 
assume a manufacturer has paid an ex- 
cise tax on a non-optional extension 
warranty continuously for the last ten 
years. To avoid unnecessary delay in 
the processing of his claims the taxpayer 
should file separate forms for 
period of time involved. Therefore, the 
refund claims filed in 1955 for taxes 
paid in the taxable periods 1951, 1952, 
1953 must be filed under provisions of 
the 1939 Code, and the refund claim for 
the 1954 period must be filed under the 
1954 Code, all on separate Forms. 843. 

At the present time, the best pro- 
cedure for a taxpayer not protected by 
a Service ruling seems to be to pay the 
tax, and to claim a refund. If the Com- 
missioner disallows the claim, a suit 
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each 


against the United States can be 
brought in the Court of Claims. This 
procedure seems more advantageous 
than a suit in a Federal District Court 
for the refund, since the instant case 
establishes a favorable precedent in the 
Court of Claims. 

Because the dissent in the instant case 
held that manufacturer’s extension war- 
ranties were not taxable, it would seem 
that a claim for refund should be made 
in the alternative, for a refund of the 
total excise tax paid on warranties, or 
for a refund of the tax paid on the 
amount expended in fulfilling these 
warranties. Thus, if the Court should 
decide to change its view, to coincide 
with the dissent, all the necessary facts 
will be before the Court (General 
Motors Corp., Frigidaire Div., v. U.S., 
75 S. Ct. 365, Certiorari denied without 
opinion (Feb. 14, 1955)). * 





New decisions 


Debenture or promissory note? A $6,- 
000,000 20-year note evidencing a loan 
by a life insurance company to a steel 
company was held to be a debenture 
subject to the federal stamp tax. The 
court took into account the restrictions 
imposed on the borrower and the pro- 
visions for prepayment Sharon Steel 
Corp. v. U.S., DC Pa., 3/22/55. How- 
ever, where a bank loaned its regular 
customer $2,500,000 under a negotiable 
promissory note and there was no un- 
derstanding that it be held for invest- 
ment purposes, the stamp tax was held 
not applicable. Follansbee Steel Corp. 
v. U.S., DC Pa., 3/22/55. 


Business club not subject to dues tax. 
The City Club of Dallas was held to 
be basically a club for the promotion 
of the business and the welfare of the 
city. Even though lunches were served, 
it was not a social club and was there- 
fore exempt from the dues tax levied 
in social clubs. City Club v. U.S., DC 
Tex., 3/10/55. 


Club dues not an admission charge. 
The Butte club, a non-profit organiza- 
tion, exacted annual dues from its mem- 
bers for club privileges. A membership 
card entitled members and their invited 
guests to attend lectures scheduled by 
the club. The annual dues were held 
not to constitute season tickets or ad- 
missions subject to the admissions tax. 
Newland v. U.S., CA-9, 3/23/55. 








MANAGEMENT OF THE 


Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Hoover Commission would assure CPAs right 


to take cases through IRS Appellate Division 


"HE NEW RECOMMENDATIONS of the 

Hoover Commission would assure 
CPAs the right to handle tax cases 
through the Appellate Division. of the 
Internal Revenue Service, public ac- 
countants through the group supervisor 
level, and would remove the Tax Court 
from the Executive Branch of the gov- 
ernment.! A new Administrative Court 
would be set up, consisting at first of 
three sections: (1) Tax Section, (2) 
Trade Section, and (3) Labor Section. 
Other changes would be made in rights 
to practice in tax matters before the 
IRS and Tax Court. The principal 
recommendations affecting tax practice 
are explained below. 


Representation of taxpayers 


While individuals should be entitled 
to be represented by others before 
agencies, such persons should be qual- 
ified by character and training to en- 
gage in such representation. Reasonable 
safeguards must be imposed to insure 
that representatives before agencies are 
reliable and competent. 

The administrative agencies usually 
decide what persons or classes of per- 
sons are entitled to be representatives. 
Unless such representation is adequate, 
the person represented may suffer, and 
the administrative agency may be de- 
nied the assistance provided by a proper 
presentation of the case. The public 
interest requires that safeguards exist 
with respect to admission to practice, 
and administrative agencies are rapidly 
establishing such safeguards. 

To represent private citizens before 
the government is not a right but a 
privilege. As former Representative John 
W. Gwynne has emphasized, such rep- 
resentation usually requires special pro- 
fessional attainments. Modern 
government is so intricate that no man 


should be permitted to hold himself out 
as a professional unless he has met 
professional requirements. To say this 
is not to disparage the nonlawyer spe- 
cialist but to place him upon a real 
professional footing. Moreover, the 
public is entitled to representation by 
persons not only of good moral char- 
acter but equipped with the necessary 
technical skill and understanding of 
professional responsibilities. Practically 
all of the States have such legislation 
which their courts have executed and 
expounded for the better security of 
the people against incompetency and 
dishonesty. The Federal Government 
can afford nothing less for the due pro- 
tection of the people of the whole 
United States in their dealings with 
national administrative agencies” (State- 
ment in House of Representatives, Au- 
gust 4, 1948). 

The several States confer the priv- 
ilege to practice law, with its attendant 
responsibilities, solely upon licensed 
members of the legal profession. The 
States have recognized and approved 
control of the legal profession by the 
judiciary. 


The lawyer's special province 


Lawyers are officers of the courts. 
This means generally that (1) they have 
been trained in the law, (2) they have 
been examined as to competence and 
character by public authority, (3) they 
have taken an oath to uphold the Con- 
stitution and the laws of the States and 
Nation, (4) they have been duly ad- 
mitted to practice by a court, and (5) 
for the rest of their professional lives, 
they are subject to disciplinary controls 
of the courts, including the power to 
disbar. 

It is as important to the Government 
as it is to the public that the practice 
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of law before agencies be restricted to 
members of the legal profession. Sur- 
veillance of attorneys’ actions rests with 
the legal profession and the courts. 

Many transactions between the Gov- 
ernment and the public do not involve 
the practice of law. In such transactions 
the Government may well accord to 
nonlawyers the privilege of represent- 
ing others. Since the latter are not sub- 
ject to the disciplinary control of the 
judiciary, agencies must find alternative 
means of regulating them. 

A difficult problem for many agen- 
cies is the allocation of responsibility 
between the legal profession and other 
professional and nonprofessional groups 
in matters of representation. Nonlaw- 
yers may not engage in the practice of 
law. But what constitutes “the practice 
of law?” 

It is impossible to give a simple 
definition. Our task force has done no 
more than to offer suggestions to agen- 
cies to help them in defining the areas 
in which nonlawyers may be permitted 
to represent others. 

In the final analysis, what consti- 
tutes the practice of law is a judicial 
question. Authorization which an 
agency may give to an individual to 
represent others should not be con- 
strued as affecting the function of the 
courts in controlling the practice of 
law. The definition which the courts 
have developed constitute the most 
authoritative guidance to agencies. In 
fixing limitations on law representation 
they should consider whether the pro- 
ceeding requires advocacy, knowledge 
of principles of law, preparation of 
legal documents, conduct of adversary 
proceedings, or other criteria used by 
the courts. 


Recommendation No. 22—No person 
should be permitted to represent any 
public or private person, party, or or- 
ganization, including the United States 
or any administrative agency thereof, 
before any agency of the executive 
branch unless he is qualified to do so 
as to character and competence; and 
no person who is not an attorney-at-law 
should be permitted to engage in the 
practice of law. 


The standards of conduct proposed 
by our task force for legislative enact- 
ment are in accordance with rules now 
in force in the Interstate Commerce 
Commission and the Department of the 
Treasury. The enactment of minimum 
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rules of conduct into statute law will 
supply the basis for more effective 
agency control. It will not prevent agen- 
cies from promulgating and enforcing 
special standards. 


Recommendation No. 23—Minimum 
standards of conduct should be estab- 
lished by statute and enforced on all 
persons permitted by any agency to 
represent private and public persons, 
parties, or organizations, including the 
United States and any agency thereof. 


Representation by nonlawyers 

The privilege of representation be- 
fore Federal agencies cannot be con- 
fined to one profession or any group 
within a profession. The Federal Gov- 
ernment cannot perform its functions 
efficiently without the assistance of 
thousands of skilled persons serving as 
intermediaries between the public and 
the executive departments and agencies. 
perform 
valuable services in supplementing the 
primary responsibility of the bar. So 
long as their activities do not constitute 
the practice of law there is no necessity 
to discourage such representation. The 
test should be whether it is in the public 
interest and in the interest of the par- 
ties, and in accordance with law. The 
agency should make such investigation 


Nonlawyer representatives 


or examination as it deems necessary 
to determine that each applicant pos- 
sesses the necessary competence and 
understanding of ethical responsibilities 
and is of good moral character and 
repute. 

Such representatives should be sub- 
ject to general standards of conduct 
established by statute, and to such other 
standards as each agency may promul- 
gate. Disciplinary authority should be 
vested in each agency, with review of 
any agency order of suspension by trial 
de novo in a United States district court. 

Our task force considered problems 
of nonlawyer representation before the 
collection of the public revenues. In 
general, it found a proper place for 
nonlawyer representatives in certain 
aspects of revenue collection. 

There was not a serious problem 
with respect to nonlawyers holding 
themselves out as general practitioners 
in matters which clearly constitute the 
practice of law. But there is a special 
problem in that respect in the collection 
of the public revenues. 

The solvency of the Federal Govern- 
ment depends not only upon the taxes 


imposed and the appropriations made 
by the Congress, but also upon the 
efficiency and the success of the Treas- 
ury in collecting taxes. The payroll de- 
duction system has simplified the prob- 
lem. Of the millions of income and 
other tax returns filed each year almost 
all are routine. 

While some taxpayers are capable of 
preparing their own income tax returns 
and do prepare them, many need assist- 
ance. Service of this kind should not be 
the exclusive province of any profes- 
sion. At the same time, taxpayers should 
be discouraged from seeking the coun- 
sel of unreliable and unskilled persons. 
Considerable costs are incurred by the 
Government in auditing and correcting 
incomplete or inaccurately prepared 
forms. 


Tax settlement conferences 


After the filing of income tax returns, 
and their audit, conferences may be 
required with internal revenue agents 
and, in some instances, with the group 
supervisors of the Internal Revenue 
Service. These conferences sometimes 
are called with respect to tax returns 
which have been prepared for the tax- 
payer by a third person. In such cases 
the taxpayer customarily calls upon the 
person who prepared the return to de- 
fend it. Only persons who hold cards 
issued by the Treasury Department may 
engage in such negotiations on behalf 
of taxpayers with the Internal Revenue 
Service of the Treasury. 

Such cards are issued to lawyers and 
to certified public accountants, subject 
only to character investigation. Other 
persons, including public accountants 
generally, must pass an examination 
given by the Treasury Department. 
Public accountants should be permitted, 
without examination, to deal with tax 
returns prepared by them through the 
group supervisor level of the Internal 
Revenue Service. Certified public ac- 
countants should be permitted, without 
examination, to handle tax returns pre- 
pared by them through the Appellate 
Division of the Internal Revenue Serv- 
ice. 

At this point if the taxpayer is un- 
able to obtain a satisfactory settlement 
he may pursue his legal rights further. 
He may pay his tax and file suit in a 
United States District Court, or the 
Court of Claims, to recover the tax 
paid. Or he may refuse to pay his tax, 
and file suit in the Tax Court for a re- 
determination of the tax. 


Professional tax practice * 349 


Through historical circumstances, 
some certified public accountants are 
now admitted to practice before the 
Tax Court. This Court, which is essen- 
tially a judicial body, like the district 
courts and Court of Claims, has been 
gradually rectifying this situation since 
1943 by requiring accountants to pass 
an examination as a qualification to 
practice before the Court. Since 1943, 
254 nonlawyers have taken the exami- 
nation. Only 48 have passed. The non- 
lawyer practitioners before the Tax 
Court are rapidly diminishing in 
number. 


Recommendation No. 27—A_ person 
should be permitted to appear for and 
represent other persons, parties, or or- 
ganizations before an agency, including 
the United States or any agency thereof, 
whenever the agency provides therefor 
by general rule. 


Change in Tax Court recommended 


Our task force examined the whole 
field of adjudicatory functions now per: 
formed by administrative agencies and 
executive tribunals for the purpose of 
determining which of those functions 
not covered by our preceding recom- 
mendations might properly be trans- 
ferred to a court or courts of special 
jurisdiction. It concluded that there are 
several areas in which such transfer of 
functions might be made without en- 
dangering the administrative processes. 

The first area is that of taxation. The 
Tax Court of the United States is the 
only strictly executive tribunal in the 
United States. We believe that this 
court should be removed from the exec- 
utive branch. It would be a legislative 
court comparable to the United States 
Court of Claims. 

One Commissioner, Chet Holifield, 
dissented, saying “I am opposed to the 
establishment of an Administrative 
Court which would include Trade and 
Labor Sections as well as a Tax Section. 
There may be good grounds for making 
the Tax Court a part of the judiciary, 
although this would involve additional 
organizational problems relative to the 
Court of Claims and the district courts. 
However, I see no point in constituting 
the Tax Court as a Section of the Ad- 
ministrative Court. The functions of the 
Tax Court are sufficiently specialized to 
warrant separate treatment.” vs 


1 Legal services and procedures, a report to Con- 
gress, Commission on Organization of the Execu- 
tive Branch of the Government, March 1955 
Government Printing Office, Washington, $.45. 











Foreign v. domestic incorporation; 


recent developments on legislative outlook 


ITTLE LIECHTENSTEIN uses _ large 
words to delineate tax haven. There 
may be questions of application of the 
Vermégens-und Erwerbssteuer to Han- 
delsgesellschaften mit Persénlichkeit; 
and on occasion, to offene Handelsge- 
sellschaften and Kommanditgesellschaf- 
ten. Construction of the Gesellschafts- 
steuer or the Niederlassungsbewilligung 
may be required. These and other mat- 
ters of possible concern are discussed 
in the recent reply of the Government 
of Liechtenstein to a questionnaire by 
the Fiscal Commission of the Economic 
and Social Council of the United Na- 
tions. As long ago as July 7, the Wall 
Street Journal reported existence of 
more than two thousand Liechtenstein- 
ian corporations United 
States interests. 

Liberia, according to a pre-Christmas 
account in Variety, uses plain English to 
offer freedom from taxation. A pam- 
phlet, available from Liberian Services, 
Inc., in New York, points out that Eng- 
lish is the official language of Liberia, 
and that the American dollar is the 
monetary unit. The pamphlet tells of 
48-hour incorporation under laws pat- 
terned after American corporate stat- 
“utes, and observes that “Once the cor- 
poration is chartered in Liberia, no 
burdensome connection with the domi- 
cile is required.” In partial answer to 
its own question, “Why has the Repub- 
lic of Liberia suddenly emerged as a 
Shangri-La for corporate organization 
and foreign investment,” the pamphlet 
states that “Companies seeking anonym- 
ity or hidden identity, especially in 
times of war, benefit from Liberian 
laws, which do not require publishing 
of names of concerns registered there 
or the disclasure of interested parties.” 

Monaco, Panama, and Canada, are 
also to be reckoned with, according to 


owned _ by 


a study by Rado in the March issue of 
the Tax Law Review, which adverts to 
Sections 482 and 269 of the Internal 
Revenue Code of 1954, and to the pos- 
sibility that foreign incorporation might 
not be recognized as conferring separate 
identity for purposes of U.S. tax law. 
The Internal Revenue Service itself 
is authority for the potency of foreign 
incorporation. Its very recent Revenue 
Ruling 55-182 holds that a Canadian 
“non-resident owned corporation” with 
shares issued in the United States 
through underwriters and brokers in the 
United States, but not engaged in trade 
or business here, is not subject to U.S. 
tax on profits from effecting in the U.S., 
through brokers, etc., transactions in 
stocks, securities, or commodities, or 
sales of real or personal property. 


Tax hades 


At the other pole from those who 
are thus insulated by foreign incorpora- 
tion from U.S. tax on profits from U.S. 
transactions, are those taxed currently 
on income from foreign transactions as 
the result of domestic incorporation. 
Those unfortunates suffer competitive 
disadvantage in relation to U.S. inter- 
ests using foreign incorporation, and in 
relation to foreign concerns operating 
under more favorable tax systems than 
that of the U.S. 


Legislative outlook 


The remarkably different U.S. tax 
consequences of foreign and domestic 
incorporation poise sharp questions of 
the prospects of remedial legislation. 

It will be recalled that the House 
version of HR 8300 set forth elaborate 
but obscure tests for qualifying domes- 
tic as well as foreign corporations for 
benefits for deferral of current U.S. tax, 
and also for an eventual 14-point rate 
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differential. Those tests of the House 
version of HR 8300 apparently would 
have differentiated between foreign 
wholesaling and foreign retailing. Many 
thought that such differentiation would 
constitute discrimination. A  counter- 
argument is that the House version re- 
flected the view that retailing typically 
builds up the economy and the dollar 
balance of the foreign country, but that 
wholesaling typically has the opposite 
effect, since it is but an arm of a domes- 
tic export operation. 

This is met in turn with the argument 
that wholesaling frequently is a neces- 
sary adjunct of a foreign manufactur- 
ing operation; and that it would be un- 
fair and unwise to penalize a foreign 
manufacturing operation because of 
ancillary foreign wholesaling, partic- 
ularly since foreign wholesaling typi- 
cally reflects a considered judgment that 
foreign manufacture would be uneco- 
nomic in the particular circumstances. 
Then too, it is said that, while we are 
rightly anxious that our foreign friends 
prosper, regard must also be had for 
the domestic economy and the employ- 
ment opportunities which it provides. 

Alan Gornick told the National 
Foreign Trade Council recently (see 2 
JTAX 312) that he would use less re- 
stricted tests. He would, however, re- 
tain the advantages provided for by the 
House version of HR 8300-typically a 
combination of deferral of U.S. tax and 
ultimate 14 point rate differential. 

The “Harvard proposal” referred to 
by Gornick would still further relax the 
tests for qualification, but would make 
deferral the principal incentive. It would 
permit domestic incorporation to pro- 
vide about the same U.S. tax attributes 
as are provided in the usual case of 
foreign incorporation. 


Comment on Harvard proposal 


A report on the House version con- 
tained in the record of the Hearings 
before the Senate Finance Committee 
(part 3, p. 1531, at 1562-63) said of 
the Harvard proposal: 

“To the extent of deferral of tax, there 
will be correspondingly increased op- 
portunity for foreign investments deter- 
mined, as they should be, by foreign 
market considerations rather than over- 
elaborate rubrics of United States law 
based on an oversimplified view of 
foreign operations such as found in the 
proposed code. Both sovereign and sub- 
ject would abide the commercial out- 
come of the foreign venture, and both 
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would benefit from freeing the subject 
of the burdens of frustration and uncer- 
tainty occasioned by present law.” 

To meet objections based on revenue 
consequences, the Harvard proposal 
might be modified to exclude income 
from export sales, even though the 
method of exclusion cannot be expected 
to be perfectly logical or even fully satis- 
factory. Although in the usual case, 
commercial considerations will set their 
own limit on use of deferral, it might 
be well to provide for the unusual cases 
by limiting deferral to stated percent- 
ages of income. 

The strain on any rule of differentia- 
tion of tax treatment typically varies in 
proportion to the practical importance 


of the differentiation. Thus, a test which 
would serve to determine deferral might 
start to break down if it also had to 
determine a rate differential of as much 
as 14 points. 

Experience should be a valuable in- 
structor in this as it has been in other 
matters. Present adoption even of a 
modest plan like the Harvard proposal 
limited as suggested, should be gener- 
ally preferable to no action. It should 
provide opportunity for experience in 
a field of such importance as to merit 
repeated Presidential consideration, and 
it would eliminate harmful differences 
in tax treatment which present law 
makes depend on the formality of place 
of incorporation. ve 


Tax benefits from operation of a 


new business in Puerto Rico 


| N THIS ERA Of increasing income taxes, 
the possibility of doing business in 
intriguing. 
Consequently, the possibilities opened 
up by the Industrial Incentives Act of 
1954, approved in December of 1953 
by the Puerto Rican legislature, should 
command the attention of our readers. 

Without going into elaborate detail, 
the general import of this Act is that 
it provides tax exemption (1) of the 


a tax-free haven is most 


profits derived from certain industrial 
and hotel operations; (2) of the income 
derived from the use of real property, 
improvements thereon and machinery 
and equipment owned by or leased or 
otherwise made available to exempted 
business; and (3) of the dividends re- 
ceived therefrom. The Act also provides 
for the exemption from taxes on real 
and personal property and from Munici- 
pal License Taxes. 

The exemption on business income 
is for a period of ten years and is avail- 
able to individuals, partnerships, and 
corporations who start the production 
in Puerto Ruco of a manufactured prod- 
uct which was not being produced 
there on January 2, 1947. It is also 
available with respect to commercial 
or tourist hotels with the exemption, 
however, being limited to 50% of the 
tax in the case of commercial hotels. 
In addition, dividends from an exempted 
enterprise may be distributed tax free 
over a period of fifteen years to resi- 
dents of Puerto Rico, provided they are 
distributed out of the earnings of the 


first seven years of the exempt enter- 
prise. 

The opportunities offered by this Act 
are greatly enhanced by the fact that 
a corporation organized under the laws 
of Puerto Rico will be treated as a for- 
eign corporation and, consequently, 
will not be taxed in the United States 
if it has no United States income. Simi- 
larly, a domestic corporation qualifying 
under Section 931 (deriving 80% or 
more of its gross income over a stated 
period from sources within a posses- 
sion of the United States) will escape 
taxation in the United States if it has 
no income from sources therein. To the 
extent, therefore, that a businessman 
can do any portion of his business en- 
tirely within Puerto Rico he can escape 
taxation completely on that portion of 
his business. 

However, manufacturers who merely 
wish to manufacture in Puerto Rico but 
must sell their output in the United 
States will find the advantages of the 
Act considerably reduced. As a domes- 
tic corporation it presumably could not 
qualify under Section 931. 
quently, a separate 


Conse- 
manufacturing 
corporation might have to be created. 
While this would result in the exemp- 
tion from taxation on the manufactur- 
ing portion of the income, the income 
attributable to the sale would remain 
fully subject to United States tax. The 
advantages available under the Act will 
therefore depend on the particular cir- 
cumstances of the business and the 
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nature thereof and should certainly be 
analyzed in reference to the specific 
situation at hand. 


It usually doesn’t work 


Tax exemption as an incentive seems 
to have worked much better in Puerto 
Rico than elsewhere, says Milton C. 
Taylor of Marquette University, writing 
in the National Tax Journal. “Generally 
speaking,” he says, “the most staunch 
supporter of tax exemption has been 
the legislator, faced with the unhappy 
problem of resolving desperate eco- 
nomic conditions, while its severest 
critic has been the public finance 
scholar.” 

Mr. Taylor says critics of tax exemp- 
tion have developed a substantial case, 
and that several empirical studies have 
concluded that tax subsidies have been 
notably insignificant on the mainland 
United States as an incentive in the lo- 
cation of industry in particular areas, 
on the grounds that relative tax burdens 
have been a minor locational considera- 
tion. And compounded with this basic 
censure is a veritable barrage of other 
objections. Tax exemption has been 
criticized as government support with- 
out control, as a wasteful use of govern- 
ment resources, and on the grounds that 
it is destructive of sound principles of 
taxation. Tax exemption has also been 
scored as being difficult and burdensome 
to administer, as an inhibitor to the op- 
timum allocation of resources, and be- 
cause the device results in a coercive 
tendency for other areas to adopt the 
same measure in self-defense. 

How tax exemption can be so univer- 
sally maligned in public finance litera- 
ture, and yet at the same time, ride the 
crest of congenial public support in a 
particular area at once, continues Mr. 
Taylor, suggests an inquiry into the in- 
dustrial tax program in 
Puerto Rico. 


exemption 


Much different degree here 


r 


In answer to Mr. Taylor’s question, 
we suggest that the reason may be that 
tax exemption in Puerto Rico is of an 
entirely different order of magnitude 
from that normally thought of in con- 
tinental United States. “Tax exemption 
on the Island,” says Mr. Taylor, “consti- 
tutes large-scale tax minimization. 

The characteristics of industrial tax sub- 
sidies on the mainland at least estab- 
lishes a possible prima facie reason why 
tax exemption has been so notably in- 
effective: savings from such exemptions 
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apparently have not been large enough 
to offset variations in more important 
business expenses. In Puerto Rico, how- 
ever, virtually complete tax avoidance 
from all major:taxes is possible for both 
mainland and Puerto Rican firms be- 
cause of the interaction of three circum- 
stances: 

1. Puerto Rican individuals and firms 
are not subject to federal taxes. 

2. the Puerto Rican exemption stat- 
ute provides exclusion from all major 
taxes on the business level, as well as 
exemption of distributed corporate 
earnings from the individual income 
tax. 

8. mainland 
themselves of several relief provisions 
of the Code.” In this connection see 
discussion by Rudick and Allan in 7 
Tax Law Review 403. 

Clearly tax exemption in continental 


investors may avail 


June 1955 


U. S. and Puerto Rico are much differ- 
ent animals. 

Practitioners and businessmen will 
find the Economic Development Ad- 
ministration of Puerto Rico, with offices 
in San Juan, New York, Chicago, and 
Los Angeles, a helpful source of in- 
formation. It has published two pam- 
phlets, both of which we have found 
very useful. One contains the text of the 
Act, with a very helpful introduction by 
the Executive Assistant of the Economic 
Development Administration describ- 
ing its operation. The other, entitled 
“Facts for Businessmen,” contains use- 
ful information with respect to taxes, 
labor conditions, financial facilities, liv- 
ing conditions, markets and transporta- 
tion, etc. The New York address of the 
Economic Development Administration 
is 600 Fifth Avenue, New York 20, New 
York. vr 


Substantial tax advantage may accrue by 


reporting currently blocked foreign income 
P & 1d S 


WwW: WERE DISCUSSING with Myron 
Semmel of J. K. Lasser & Com- 
pany an interesting situation of a 
foreign personal holding company. At 
our request, Mr. Semmel gives us the 
following summary of the situation: 
“Many taxpayers have taken advan- 
tage of the IRS’s policy of permitting 
a deferral of foreign income which is 
blocked. Thus, an American citizen 
might elect to defer dividends from a 
foreign holding company 
which cannot be paid to him. 
“Although there is an immediate ad- 
vantage in not having to pay tax on in- 
come not received, in the long run the 
result may be disadvantageous since 
when the exchange restrictions are re- 
‘moved, all the income would become 
taxable at once and the taxpayer might 
ultimately be taxed at higher rates than 
if he had reported the income annually. 


personal 


“For example, it would seem that the 
ordinary American stockholder of a 
foreign personal holding company 
would normally be better off if he re- 
ported the blocked income annually. He 
could evaluate the foreign currency at 
much less than the official rate of ex- 
change since obviously the free ex- 
change rate would be less than the offi- 
cial rate. 

“Subsequently, when the restrictions 
are lifted, no income would be realized 


at that point based upon the analogy of 
no income realized by a holder of re- 
stricted stock when the restriction is 
removed. At the time that the foreign 
currency is exchanged for dollars, it 
would seem that a capital gain would 
arise measured by the difference be- 
tween the amount received and the 
amount originally reported as income. 
It would be difficult to contend that 
the stockholder held the foreign cur- 
rency for sale to customers in his regu- 
lar trade or business. Accordingly, this 
may represent another one of the rare 
opportunities of converting what is es- 
sentially dividend income into capital 
gain.” 

Several interesting issues may be 
pointed up. First, Mr. Semmel adopts 
the position that the American stock- 
holder of a foreign personal holding 
company may elect to defer income 
under Mim. 6475. This position is con- 
trary to that expressed by Jay O. Kramer 
in the Eleventh N.Y.U. Institute. 
Kramer's arguments and the views of 
this Department, which are the same 
as Semmel’s, appeared in this column 
(1 JTAX 4, p. 38). Mr. Semmel believes 
that the Treasury is in accord with the 
view expressed by him. 

The second issue of interest is Sem- 
mel’s view that no income is realized 
when the restrictions are removed. 


Semmel’s analogy to the restricted stock 
cases: (Robert Lehman, 17 T.C. 652 
( ); Estate of Morgan J. Hammers, 
P-H T.C. Memo. Serv. 43,459 (1943). 
Cf. Harold H. Kuchman, 18 T.C. 154 
( ); Thomas W. Blake, Jr., 20 T.C. 
102 (1953) ), is sound. While his con- 
clusion would appear to be supported 
by the weight of authority, such as it is, 
the question is not entirely free from 
doubt. Slight support for the view that 
the mere unblocking results in a realiza- 
tion of income may be gleaned from 
Mim. 6475, which provides that, in 
case of an election to defer income in 
blocked currency, the removal of the 
restrictions is a taxable event. % 


Social Security can be 
paid on foreign employees 


WAGES EARNED OUTSIDE the United 
States by a United States citizen work- 
ing for a foreign employer are, as a 
general rule, not subject to the social 
security taxes and cannot be counted 
toward old age and survivors benefits. 
However, the Social Security Amend- 
ments of 1954 permit a domestic cor- 
poration to enter into an agreement to 
have social security coverage extended 
to the United States citizens employed 
abroad by its foreign subsidiary corpora- 
tion. A standard form of agreement, 
Form 2032, Contract Coverage Under 
Title II of the Social Security Act as 
Amended, is available at the office of 
any District Director. 

Under the agreement, the wages of 
a United States citizen employed out- 
side the United States by a foreign sub- 
sidiary of a domestic corporation can 
be counted toward the benefits to the 
same extent as if the services were per- 
formed for an American employer. The 
agreements call for payment by the 
domestic corporation of amounts equal 
to the social security taxes which would 
apply if the services were performed for 
an American employer. 

A domestic corporation is eligible to 
enter into such an agreement if it con- 
trols the foreign corporation employing 
United States citizens abroad, either 
through ownership of a majority of the 
voting stock of that foreign corporation 
or of another foreign corporation hold- 
ing the majority interest in the employ- 
ing foreign corporation. 

Section 176 of the Code allows a de- 
duction for amounts paid or accrued 
under such an agreement to the extent 
not compensated for. * 
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Swedish citizen taxable on sale of U.S. 
realty. The Tax Court is affirmed in its 
holding that a citizen and resident of 
Sweden realized a taxable gain on the 
sale of realty in the U.S. The treaty 
article exempting gain from the sale of 
capital assets is inapplicable to realty. 
Lewenhaupt v. Comm., CA-9, 3/25/55. 


Tax Court finding that taxpayer was not 
bona fide resident abroad upheld. 
Stating merely that the Tax Court find- 
ing is not clearly erroneous, this Court 
sustains tax on income earned in the 
Islands. This would be 
exempt only if taxpayer was a bona fide 


Philippine 


resident. (Under current law, not only 


is a bona fide resident abroad exempt . 


on earnings, mere presence abroad for 
18 months will confer exemption on 
$20,000 of earnings. Ed.) Dunn v. 
Comm., CA-9, 3/11/55. 


Compensation of teachers, on visit from 
U.K. not taxable. Remuneration for 
teaching received by a visiting pro- 
fessor or teacher from the United King- 
dom is exempt from U.S. tax by treaty 
if he is here to teach for a period of not 
more than two years. Rev. Rul. 55-211. 


Alien not subject to U.S. tax on securi- 
ties managed here. Petitioner was Mili- 
tary Governor of Manchuria when in 
1932 he appointed an American bank 
officer, then in China, as supervisor of 
his investment for 10 years. $3 million, 
plus additions in the first five years was 
transmitted to the U.S. In 1946, the 
year in controversy, petitioner was held 
in protective custody by Chiang Kai- 
shek in China and Formosa. 

The Commissioner assessed capital 
gains tax on the theory that petitioner 
was engaged in business here through 
an agent. The Code provided that a 
nonresident alien is not taxable on capi- 
tal gains realized in the U.S. by dealings 
through a resident broker unless the 
transactions constitute carrying on a 
business. Pointing out that sales were 
few in relation to the capital involved, 
the Court finds this was an investment, 
not a trading account. It does not 
amount to a business. Chang Hsiao 
Liang, 23 TC No. 130. 


No loss to parent permitting foreign sub- 
sidiary to repay debt in overvalued 


New foreign decisions this month 


currency. Taxpayer and its Argentine 
subsidiary kept their intercompany ac- 
counts in dollars. The parent agreed to 
accept pesos in payment of the sub- 
sidiary’s debt at the official rate (2.35 
pesos for $1). Actually, the market rate, 
and therefore the dollars actually re- 
ceived by the parent, was lower (3 to 
4 pesos for the $1). The parent could 
not claim a foreign exchange loss for 
the difference between the dollars if 
debt deemed paid, and the dollars 
actually collected. The difference really 
represented a contribution to capital. 
National Lead Co., 23 TC No. 123. 
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American citizen, working overseas in- 
definitely, is resident of a foreign coun- 
try. [Acquiescence.] Taxpayer, a U.S. 
citizen, in 1948 entered the employment 
of the Bechtel interests in Saudi Arabia. 
He worked there until 1951 when he 
was transferred to Lebanon. In 1952 he 
was transferred by the same employer 
to Venezuela. He vacationed in the U.S. 
for a month in 1949 and another in 
1951. His wife, who remained in the 
U.S.. had instituted divorce proceed- 
ings. The IRS holds that for 1949 the 
taxpayer was a bona fide resident of 
Saudi Arabia and that his actions re- 
flect an intent to stay away indefinitely. 
His income earned abroad is exempt 
from U.S. tax. Leonard H. Larsen, 23 
TC No. 79. Acq. IRB 1955-156. 





EPT & MISCELLANEOUS NEW DECISIONS 


me of whiskey received as a stock- 


holder by a charity not fatal to exemp- 
tion. The incorporators of a charitable 
foundation transferred to it stock of a 
distilling corporation entitling the foun- 
dation, as a shareholder, to purchase 
stated quantities of whiskey at cost. The 
whiskey was sold on behalf of the foun- 
dation at a profit. The transaction was 
held not fatal to qualification as a chari- 
table organization, for the purchase and 
sale of liquor was limited, temporary 
and incidental to the ownership of the 
stock. Alan Levin Foundation, 24 TC 
No. 2, 4/15/55. 


Pre-1913 stock dividend is equity in- 
vested capital. Taxpayer had a deficit 
in earnings and profits (not required to 
be deducted). It argued that a 1911] 
stock dividend should be treated as a 
reduction of earnings and profits (no 
effect on EPT) and as paid-in capital 
increasing the credit. Under Wisconsin 
law, such stock dividends are treated 
as a distribution of earnings. [Of course, 
the Code provisions treating such divi- 
dends as tax exempt and not affecting 
earnings, do not apply to pre-1913 
transactions. Ed.] Baker Land & Title 
Co. v. U.S., DC Wisc., 12/7/54. 


722 relief allowed for base period royal- 
ties paid, later found fraudulent. Tax- 
payer, a manufacturer of glassware, 
paid royalties to Hartford Empire on 
patents later found to have been fraudu- 
lently obtained. The Court held that 
taxpayer qualified under Sec. 722 (b) 


(5) covering “any other factor. . .re- 
sulting in an inadequate standard.” As 
to the amount of relief, the Commis- 
sioner argued that only the monopolis- 
tic control of Hartford Empire allowed 
glass makers to earn the income they 
did. Fierce competition and low or non- 
existent profits would have been the in- 
dustry lot without that control. Point- 
ing out that the taxpayer and other 
makers obviously thought they could 
do better if they could break the Hart- 
ford Empire patents, the Court allowed 
average base period net income of 
$195,000, not the $217,000 claimed by 
simply adding back these royalties. 
Glenshaw Glass Co., Inc. 23 TC No. 
124. 


New equipment permitted growth; did 
not cause it; relief denied. Relief allow- 
able if taxpayer, a door-to-door bakery 
in Los Angeles, had proved economic 
depression would be less than allowed 
by growth formula. The claim based on 
change in operation, due to increased 
capacity, denied on the ground that the 
firm was aggressive and expanding, and 
the increased capacity merely provided 
for the growth caused by other factors. 


Helms Bakeries, 23 TC No. 122. 


Shares for services not invested capital. 
Taxpayer is permitted to include prede- 
cessor’s cost for assets acquired in what 
is determined to be a tax-free exchange 
under the 1928 law. Stock issued for 
services not includible. Bard-Parker Co., 
Inc., cert. den., 4/11/55. 














Commissioner reports increased audit, 


collection, activity by IRS force 


o— IRS expects to have 11,114 
revenue agents on its payroll by 
June 30, 1955, Commissioner of In- 
ternal Revenue T. Coleman Andrews 
recently told Congress, compared with 
7,616 two years ago. This includes an 
increase of about 1,500 auditors. The 
Commissioner also made the following 
statements: 


Pre-refund audit increased 

We started in the spring of 1953 a 
practice of examining a part of these 
returns before the refunds were made. 
The results of that work were so star- 
tling that we have more than doubled 
the number of examinations of this type 
in 1954. We found in 1953 that 59 out 
of every 100 tax returns claiming re- 
funds which we selected for examina- 
tion contained tax errors. As a result of 
improved selection methods in 1954, 
68 out of every 100 tax returns of this 
type selected for examination contained 
tax errors, and also the average amount 
of tax error per return was up from $95 
in 1953 to $115 in 1954. The tax re- 
covery in 1954 from this pre-refund 
audit work alone amounted to over 
$40 million. 


Covering taxpayers abroad 

The extension of tax enforcement to 
citizens residing abroad is another prob- 
lem which currently is receiving atten- 
tion. There are more than 500,000 such 
taxpayers. Our income, estate, and gift 
tax laws follow our citizens throughout 
the world, but our enforcement effort is 
limited to one revenue agent perma- 
nently stationed in Paris and the tempo- 
rary assignment of a small group of 
agents during the filing period. Because 
of this condition, we initiated last year 
a comprehensive study of all phases of 
our foreign problem, including taxpayer 
education, proposals for legislation, the 


organization and management of our 
foreign responsibilities, and the magni- 
tude of taxpayer delinquency and non- 
compliance abroad. 

Our findings lead to the conclusion 
that the Service has a most serious prob- 
lem abroad, which requires that more 
time, effort, and resources be devoted 
to that problem in the future. The 
large revenue losses involved, as well 
as the duty which the Service owes to 
those citizens who voluntarily comply, 
leave us no alternative. 


Mathematical verification current 

Over the past 2 years, we have man- 
aged to bring the mathematical verifi- 
cation of tax computations on returns 
to a current status, and now all returns 
are verified within the calendar year in 
which they are filed. It is interesting to 
note that by the end of last December, 
1954, we had verified 45 million indi- 
vidual income-tax returns, or some 98 
percent of the 1040 returns that were 
received during that year, and found 
more than a million in need of change. 
The net yield in additional taxes to be 
assessed was some $48 million. Verifi- 
cation of the tax computation is the 
most basic type of enforcement work, 
and obviously should cover all returns 
filed. This work is bringing a return of 
about $38 for every dollar expended on 
selaries of persons assigned to it. 


Fraud investigations increase 


Enforcement activities relating to 
fraudulent or criminal violations of the 
internal revenue laws are the responsi- 
bility of our field force of special agents. 
You may have read in a recent news re- 
lease that during the past year 542 
persons, a 10-percent increase over the 
previous year, were successfully prose- 
cuted for criminal violations of the tax 
laws. The Revenue Service made this 
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possible, because all such cases origi- 
nate with and are perfected by our 
people. 

During the fiscal year 1954 the In- 
telligence Division investigated more 
tax fraud irregularities and recom- 
mended prosecution in a greater num- 
ber of cases than in any previous year. 

We have stressed the necessity for 
a well-balanced program covering all 
types of violations, all forms of taxes 
and all classes of violators. The Supreme 
Court in December ruled favorably on 
the use of the net worth method in 
criminal tax cases. We have used this 
technique for many years in investigat- 
ing tax evaders who failed to keep ade- 
quate records or kept no records at all. 
There never has been any doubt in 
our minds about the validity of it. It 
is as old and trustworthy as modern 
accounting. We expect these decisions 
to aid us materially in pursuing those 
tax violators who persist in ignoring 
our revenue laws. 

Substantial improvements had been 
made in bringing the workload of the 
Appellate Division close to what might 
be called current status. The 30,000 
cases which were pending on July 1, 
1953, had been reduced to slightly less 
than 20,000 by the end of November, 
1954. During the same period, taxpayers 
accepted Appellate Division determina- 
tions calling for the assessment of $278 
million additional tax and penalty. Also 
in that 17-month period, and after tak- 
ing into account new appeals, the out- 
standing balance of additional tax and 
penalty in controversy has been re- 
duced from $1.4 billion to $1.1 billion. 

Continuing attention and effort in 
this area are necessary. On the basis of 
the number of employees presently 
alloted to this activity, it will be pos- 
sible to continue our concentration on 
the reduction of workload to the point 
where taxpayers will have appellate 
facilities promptly available to them so 
that their problems can be considered 
and resolved as quickly as taxpayers 
are ready to present their cases. 

We do plan, however, to reduce the 
number of 1- and 2-man offices very 
substantially so that instead of having 
1,500 offices we would, I feel, wind up 
with somewhere between 900 and 1,000 
offices altogether. The reason for that 
is that these 1- and 2-man posts of duty 
create a very difficult administrative 
problem, plus an anomalous situation. 
The anomaly comes about this way: 
The people are there to render a serv- 
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ice to the taxpayer, but in most cases 
there are not enough taxpayers to keep 
those fellows busy, so if they stay in 
the office, they are not doing anything. 
What we are driving at all the time is 
to get our organization under control 
and gain maximum use of every person. 


Raising 1040A above $5,000 


There are estimated to be around 35 
million people who could use Form 
1040A. That form is usable only by 
people with incomes up to $5,000 and 
whose incomes are derived principally 
from salaries and wages. When that 
maximum was set the situation was very 
different than what it is today. That 
$5,000 limitation as to the use of Form 
1040A was set at a time when $5,000 
meant an awful lot more than it does 
now, and there are a great many people 
today with salaries or wages above 


$5,000 who have no other income and ' 


could very well use this form. We pro- 
pose to examine the practicability of 
increasing the maximum. The plan it- 
self simply involves using information 
that we already have that employers re- 
port to us as to income paid to these 
people and as to the tax withheld from 
their salaries. 

With that information in hand we do 
not have to do anything else except to 
learn whether or not they want the 
standard deduction and how many 
dependents they have, and we have 
easily provided for that by a slight re- 
vision of the W-2 and the W-4, so that 
they certify to their employers that 
information and then it comes in to 
this joint operation of the Social Se- 
curity Administration and _ ourselves, 
and it just goes in the hopper and out 


the other end comes what the Social 
Security wants and what we want in 
the way of bookkeeping or processing 
this bill or statement of refund, as the 
case may be. That is how simple it is; 
you wonder why it wasn’t done before. 


Sentences not severe enough 


Of 2,075 cases of all kinds referred 
for prosecution to the Department of 
Justice we had a disposal of 1,639, the 
remaining not having been acted upon 
during that year. Of the 1,639 disposed 
of 1,291 were conviction, 77 were ac- 
quittals, 110 were nolle prossed or dis- 
missed, and 161 were declined for 
prosecution. 

The problem that has bothered us in 
the past has been what happens to 
some of these fellows after they get 
convicted. I had a case the other day 
of three men that were convicted, just 
as clearly guilty of a scheme to de- 
fraud this Government as anything in 
the world and, in fact, they plead guilty 
and there was not one day of sentence 
imposed on any of them. They got off 
with a $2,500 fine. 

Some judges are lenient, and some 
are not. Some of them are pretty rough, 
though not too rough to suit us, because 
I never heard of a sentence yet of one 
of these fellows that I thought was 
excessive. However, I do want to say 
this: the attitude of the courts is firmer 
today than when we came there, some- 
what firmer, but there is still room in 
some district courts for a great deal of 
improvement. It is almost hard to un- 
derstand, frankly, when these people 
are tried and convicted how in the 
world the judges arrived at the conclu- 
sions they did. 





Vew procedural decisions this month : 


Variance between complaint and re- 
fund claim fatal in a suit for refund. 
Taxpayer filed his claim for refund 
because of a loss carryback. In his suit 
for refund the ground alleged was an 
overstatement of income. The District 
Court properly dismissed the action on 
ground of variance. Zachary v. U.S., 
CA-2, 3/30/55. 


Interest on overpayment, credited 
against deficiency, runs to deficiency 
assessment date. A portion of an over- 
payment was credited against deficien- 


cies of another year. The Service 


stopped interest on the offsetting credit 
at the same time that interest stopped 
running on the deficiency, 30 days after 
filing form 870. The Court held that 
to be improper. Interest on the over- 
payment was allowed from the date of 
overpayment to the date of actual as- 
sessment of the deficiency where the 
assessment was made beyond 30 days 
after the filing of waivers. Abney Mills 
v. U.S., Ct. Cls., 4/5/55. 


Injunction against levy for tax denied; 
property levied on not unique. Taxpayer 
did not show that she would be irre- 
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parably injured if the Collector levied 
on her real estate or that she had no 
adequate remedy at law. The real estate 
is not unique; a going business will not 
be lost; the issues can be determined in 
suit for refund. Tamburri v. Graham, 
DC Conn., 10/22/53. 


Jury allows deduction of cattle feed for 
next year; government held to have 
waived right to question evidence. Tax- 
payer, a farmer, purchased wheat in 
1942 as feed for cattle he did not own 
but intended to buy in the following 
year. On his suit for refund of taxes, a 
jury found that the purchase in 1942 
was an ordinary and necessary business 
expense for that year. The refusal of the 
trial court to grant the government’s 
motion for a directed verdict and for 
judgment notwithstanding the verdict 
was upheld here as the government had 
effectively waived its right to make 
these motions. Cover, O'Malley v. 
CA-8, 4/5/55. 


Old age assistance records are not sub- 
ject to subpoena by IRS. Records in 
connection with the application for old 
age assistance of the taxpayer’s mother 
in the custody of the director of Cook 
County Department of Public Welfare 
were subpoenaed by IRS. Court sus- 
tained defendant’s contention that the 
OASI Act prohibited such disclosure; 
further that such protection survives the 
death of the applicant or recipient. 
Hilliard, DC, ND of Ill, E.D., 3/4/55. 


Special Agent's subpoena of books and 
records in connection with tax liability 
of another is enforced. Defendant is 
the surviving spouse of one who appears 
to have been the moving factor behind 
a building company, whose books and 
records were subpoenaed by the Special 
Agent investigating the tax liability of 
two individuals who transacted business 
with the building company. She re- 
fused to produce any of the subpoenaed 
books and records on the ground that 
the government might make a tax claim 
arising either out of the affairs of the 
building company or her deceased 
husband and attempt to pursue certain 
property which had been transferred to 
her by her deceased husband. The court 
held however that since such possible 
tax claim would be a civil proceeding, 
the Fifth Amendment would not excuse 
production of the books and records on 
that ground. The court further held 
that the examination was necessary to 
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accomplish its purpose and that the sub- 
poena did not constitute an unreason- 
able search and seizure. Moverover, the 
materiality of the books and records to 
the investigation of another’s tax lia- 
bility could be raised, if at all, only by 
the one who is being investigated. 
Hubner, Tucker v., DC, SD of Cal., 


2/17/55. 


Net operating loss erroneously carried 
forward is lost where prior year closed. 
Taxpayer erroneously carried forward 
a 1946 net operating loss to 1947 in- 
stead of first carrying it back to the two 
preceding years, 1944 and 1945. As the 
statute of limitations had closed the 
years prior to 1947 at the time of the 
disallowance of the carry forward to 
1947, taxpayer could not at that time 
reopen the prior years to avail himself 
of the carry back. [Relief in the above 
situation is granted to taxpayers after 
6/1/52 by Sec. 3801 (b)(6) of IRC 
1939 and its counterpart Sec. 1312 (4) 
of the new Code.] Stanley Grayson, 
TCM 1955-92. 


Remedies against transferor not shown 
to have been exhausted, hence no trans- 
feree liability. Liability of the taxpayer’s 
transferor-husband for deficiencies from 
1947-50 was uncontested. Moreover the 
taxpayer-transferee admitted that de- 
posits in excess of $200,000 were made 
in various bank accounts in her name 
by her husband while he was liable for 
unpaid taxes. But there was nothing in 
the record to show that the Commis- 
sioner took all necessary steps to ex- 
haust his remedies against the trans- 
feror, such as notice, demand, distraint, 
and the filing of a lien. Thus the Com- 
missioner failed to carry his burden of 
establishing transferee liability on the 
taxpayer. Tena Napoli de Salvo, TCM 
1955-76. 


Foreign assets ignored in determining 
whether transferor was insolvent. The 
Commissioner assessed the petitioner for 
the unpaid taxes of his deceased partner 
on the ground that the partner was 
rendered insolvent by her transfer of 
her business to him. The petitioner was 
the manager of a Detroit store owned 
by the decedent, a woman of ninety. 
Upon his threatening to quit unless he 
had an interest in the business, she 
transferred the assets to a partnership to 
last until her death, when he would get 
the entire business. The Tax Court 
found this tranfer left her with U.S. 
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assets less than her liability for U.S. tax. 
The Commissioner is not required to 
include Canadian assets due to the 
difficulty of collecting taxes in a foreign 
country. Petitioner failed to produce 
evidence to show that services he 
rendered were fair consideration for 
the business. Insolvency and lack of 
consideration being found, petitioner is 
liable to the extent of the property re- 
ceived, which is computed without 
goodwill. George M. Newcomb, 23 TC 
No. 120. 


No injunction against N.E.C. certificate 
disallowing twice over-ceiling wages. 
The District Court issued an injunction 
forbidding the National Enforcement 
Commission from issuing a certificate 
ordering the Internal Revenue Bureau 
to disallow double the amount of wages 
paid from 1950 to 1952 in excess of 
amounts allowed by Wage Stabilization. 
This was wrong. The company should 
have exhausted its administrative rem- 
edies as far as appeal to the Tax Court. 
National Enforcement Comm. v. Slim 
Olson, Inc., CA, DC, 3/10/55. 


Year of worthlessness a question of fact. 
Taxpayer claimed he sustained a loss 
in 1947 upon his withdrawal from a 
housing project venture. The Tax Court 
disallowed the loss for 1947 as there 
was evidence of continued salvage 
operations in the following year. Upon 
appeal, the question as to the time of 
loss was held to be one of fact, and the 
tax court’s findings were sustained as not 
clearly erroneous, Weiss v. Comm. 
CA-8, 4/15/55. 


Period for filing refund suit starts with 
Commissioner’s rejection of claim, 
despite 28 years of inaction. A refund 
claim was filed in 1923. The Com- 
missioner took no action on that claim. 
In 1948, taxpayer filed an amended 
claim, based on the same _ grounds, 
which was formally rejected by the 
Commissioner in 1951. Suit was filed in 
1953 within two years from the date 
of the rejection of the claim. The Court 
held that the suit was timely filed. 
Until the claim was rejected, the statute 
of limitations did not commence. De- 
troit Trust Co., Admr. v. U.S., Ct. Cls., 
4/5/55. Also see Matson Navigation 
Co. v. US., Ct Cls., 4/5/55. 


Informal claim for refund is accepted. 
Taxpayer was assessed a deficiency for 
1944 resulting from disallowance of 


amortization bond premiums. For 1945 
an overassessment was proposed. In- 
stead of signing the offered govern- 
mental forms 870 and 873 accepting 
these findings taxpayer executed his 
own typewritten form stating that the 
acceptance “shall not prejudice any 
premiums claimed for 1944.” At that 
time the question of the deductibility of 
the amortizable bond premium was the 
subject of litigation. This typewritten 
form was filed in July 1946. After the 
Second Circuit upheld the deductibility 
of the item, taxpayer, in June 1949, filed 
a formal claim for refund for the year 
1944. The court held the typewritten 
form which was timely filed, was a 
proper claim for refund, though in- 
formal. The formal refund claim filed 
later was merely a perfecting of the in- 
formal one. Stuart v. U.S., Ct. Cls., 
4/5/55. 


Suit within 6 years of assessment is 
timely. The Government’s suit to collect 
tax assessed is timely since it was filed 
within six years of the date the certifi- 
cate of assessment was signed. Subse- 
quent issuance of a deficiency letter for 
a smaller amount for this year had no 
effect. Clarkson, U.S. v., DC Kans., 
12/28/54. 


Summons to produce records, based on 
suspicion of fraud, held proper. Tax- 
payer was ordered to produce his books 
and records pursuant to a Bureau sum- 
mons on the basis of the agent’s state- 
ment that he had strong suspicions of 
fraud. Taxpayer’s refusal to obey on the 
grounds that the statute had run on 
some of the years involved, and that 
the Bureau had already had an oppor- 
tunity to examine the records, were 
held untenable. Wood, DC Ky., 
3/24/55. 


Notice of mathematical error insuffi- 
cient. The Commissioner notified the 
taxpayer that he was not entitled to 
claim a credit on his return for an esti- 
mated tax payment because the period 
of limitations with respect to the credit 
had expired. Notification was not made 
by regular deficiency notice but by a 
notice of mathematical error. As the 
Commissioner’s claim was not based on 
an error in arithmetic, his notice was 
held insufficient as a deficiency notice. 
Repetti v. Jamison, DC Cal., 2/4/55. 


Wife’s refund not available to divorced 
husband. An overpayment of a wife’s 
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income taxes could not be credited 
against deficiencies due from her 
divorced husband. The husband claimed 
he held a power of attorney from his 
wife to accept the refund, but the court 
found the power was properly revoked 
prior to the allowance of her claim. 
Huber v. U.S. DC Ohio, 8/30/54. 


Barred overpayment cannot be applied 
against open assessments. A_ barred 
overpayment of estate tax cannot be 
applied against outstanding assessments 
of income tax due by a decedent for 
years preceding his death. Doctrine of 
recoupment permitting such applica- 
tion applies only when a single taxable 
event has been subjected to two taxes 
upon inconsistent legal theories. Rev. 
Rul. 55-226. 


Sec. 102 surtax upheld. A corporation in 
the business of buying, selling, renting, 
and repairing automotive equipment 
was held subject to the Sec. 102 tax for 
unreasonable accumulation of surplus. 
It was shown that the earned surplus 
rose from $44,000 to over $460,000 
over a four-year period during which 
time no dividends were paid, and that 
the corporation during the period en- 
gaged in substantial investments in real 
estate, securities, and loans not related 
to its business. Kerr-Cochran, Inc., TCM 
1955-90. 


Commissioner held to have revoked 
disallowance of refund claim; limita- 
tion not begun. The Commissioner 
issued a notice of disallowance of claim 
for refund without the usual thirty-day 
letter. Upon inquiry, the Assistant Act- 
ing Collector said an error had been 
made and the notice might be ignored. 
Subsequent negotiation resulted in a 
letter from the Revenue Agent “re- 
affirming” the rejection and the com- 
mencement of this suit. However, the 
suit was begun within two years of the 
“re-affirmance” letter but not within two 
vears of the original rejection. Despite 
cases holding that a rejection of a re- 
fund claim starts the statute running re- 
gardless of the propriety of its issue, the 
Court holds that the Code does not 
prevent the revocation of a rejection. 
That is what happened here. The orig- 
inal letter may be ignored; the suit is 
timely filed. Beardsley v. U.S., DC 
Conn., 10/29/54. 


Carryback reduced tax; interest on re- 
fund of remainder runs from final in- 


stallment date. The Supreme Court has 
held in Birkenstock (271 U.S. 348) that 
interest on a refund of tax paid in in- 
stallments runs from the date of actual 
payment of excess over correct tax. 
Here taxpayer’s 1944 tax was greatly 
reduced by a 1947 loss carryback. On 
refund of the remainder the Commis- 
sioner allowed interest from the date of 
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the final installment of 1944 tax (the 
last installment exceeded the refund). 
The Court agrees. Not until after 1945 
did the loss carryback arise; con- 
sequently, the first three installments 
were payments of tax due; only the 
fourth installment included amounts in 
excess of the true tax. Matson Naviga- 
tion Co. v. U.S., Ct. Cls., 4/5/55. 








DECISIONS ON FILING QUESTIONS 








Joint v. separate returns; intent controls. 
A return captioned in the name of the 
husband and signed only by him was 
held to be a separate return even though 
an exemption was claimed for the wife, 
and the return included property 
held by both as tenants by the entireties. 
In the absence of an intent to file 
jointly, mere inclusion of income of both 


in one return does not establish per se 


a joint return. Edward J. Vogel, TCM 
1955-83. 


Time for filing expired on Sunday; 
claim mailed nearby on Saturday 
timely. The last day for filing tax- 
payer’s claim for refund fell on Sunday. 
He mailed the claim on Saturday and 
it was received by the Commissioner on 
Monday. The Court holds that when 
the final day for doing an act falls on 
Sunday, it is extended to Monday. The 
claim was timely filed. (Under the 1954 
Code, the act of mailing is the act of 
filing. Ed.) Chas. B. Peters, U.S. v., 
CA-10, 3/14/55. 


Collector has no copy of refund claim. 
Court finds taxpayer didn’t prove filing. 
The collector’s files contain refund 
claims for other years but not 1946; 
taxpayer testified he mailed two claims 
but kept no transmittal letter and isn’t 
sure of the years. The calendar of the 
accountant who prepared the claims 
shows them mailed but the man who 
did the work did not testify. The Court 
holds that taxpayer did not prove he 
filed the claim. Arcade Company v. 
U.S., DC Tenn, 2/3/55. 


Corporate forms not available. Firms 
should request extension. The follow- 
ing forms are not available: 1118 
(Credit for Foreign Taxes); 1120 
Schedule PH (Personal Holding Com- 
pany); 1120 L (Life Insurance Com- 
pany); 1120 M (Mutual Insurance 
Company ). Corporations required to file 
these returns should request automatic 
extension of time by filing Form 7004. 


Double penalty will be applied for 
failure to file estimate under 1939 Code. 
The Service will refuse to follow Ridley, 
120 Fed. Supp. 530 in case of failure to 
file a declaration of estimated tax under 
1939 Code, and will assess both the 
10% penalty for failure to file in addi- 
tion to the 6% penalty for substantial 
underestimation. [The new Code elimi- 
nated the 10% penalty and provides 
for one 6% penalty.] Rev. Rul. 55- 
224. 


No deferment in filing wife’s separate 
return because husband is in Korea. An 
extension of time for filing income tax 
return is allowed to members of the 
Armed Forces serving in Korea. Such 
an extension does not apply to the wife 
of such person filing a separate return. 
However, filing a separate return does 
not preclude subsequent filing of a joint 
return within the extended time. Rev. 
Rul. 55-127. 


Federal credit unions must file informa- 
tion return. Federal credit unions, 
though exempt from tax as instrumen- 
talities of the U.S., are required to file 
annual information returns on Form 
990, since they are not wholly owned 
by the U.S. or an agency thereof. Rev. 
Rul. 55-133. 


Return signed only by accountant not 
properly executed. Where a purported 
return was filed, but was signed only 
by the accountant and not by the tax- 
payer, it was held to be an improperly 
executed return. Penalties for failure to 
file a return were upheld. Howard 
Davis, TCM 1955-87. 


Verification of return by person prepar- 
ing it. An employee preparing his em- 
ployer’s tax return need not sign it. An 
independent individual, partnership or 
corporation must sign it. If a firm name 
is typed, the individual responsible 
should affix his signature. Rev. Rul. 55- 
149. 
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Accounting processes needed to determine 


net-operating loss under 1954 Code 


\ 7HILE THE COMPUTATION of the 

net-operating loss under the new 
Code for any year is less involved than 
formerly, an exacting and comprehen- 
sive set of accounting determinations is 
required to comply and to take advan- 
tage of Code provisions to the fullest 
extent. Richard A. Sylvester has pre- 
pared an analysis of these operations 
which we feel will be helpful to tax 
men in working out the details for a 
particular client. 

Mr. Sylvester, who is a CPA and 
manager of the tax department of Peat, 
Marwick Mitchell & Co., Boston, points 
out that the period in which operating 
loss can be used has been extended one 
year so that for years that end after 
December 31, 1953, the net operating 
loss is carried back two years and 
forward five. However, these rules refer 
only to income tax, and for excess profits 
tax purposes the 1939 Revenue Code is 
considered still to apply. 

The net-operating loss for any year 


is the excess of all deductions under 
Chapter 1 over gross income, with the 
following modifications for corporations. 
No net-operating loss deduction is 
allowed, nor deductions for partially 
tax-exempt interest or Western Hemi- 
sphere trade corporations, and the de- 
duction for dividends received is 
allowed in full. This may be demon- 
strated in the following example: 


Total deductions allowed under 
Chapter 1 including a net- 
operating loss deduction of 
$10,000 and partially tax-ex- 
empt interest of $2,000..... 

rey ec 

Net loss per return.......... 

Modifications: 
Net-operating _loss 

carry-over from 
preceding year in- 
cluded in above 
deductions ..... 
Partially tax-exempt 
interest deduction 
included in above 
Net-operating loss.... 


$100,000 
40,000 
60,000 


$10,000 


12,000 


2,000 — 
$48,000 


It will be seen from Exhibit I that in 





Net income 
Modifications: 





EXHIBIT I: Calculation where there is intervening year 


Let us assume there is an operating loss for 1954 including a carry-over from 
1953 and that the income of 1955 would be insufficient to absorb the entire loss: 


Gross income—Operations ............. 
NE 8 sho eh as os 


Partially tax-exempt interest. . . 


Deductions—Ordinary ........2.0.+0+: 
Dividends received deduction. . . 
Partially tax-exempt interest..... 
Net-operating loss—1953.... 
Net-operating loss—1954.... 


1954 1955 1956 
.... $ 18,000 $ 78,000 $ 78,000 
.... 20,000 ——-20,000~—>.20,000 
2,000 2,000 __ 2,000 
40,000 100,000 +" 100,000 
.... 71,000 ~~ 71,000 ~~ 81,000 
17,000 17,000 +~—_17,000 
2,000 2,000 2,000 

ose 10,000 10,000 oe 
vedi sae __ 48,000 __ 46,000 
100,000 148,000 ~ 96,000 


(Toss): Ser’ SORE. once 5 ee os 8 ( 60,000 ) 


Net-operating losses for year of loss and sub- 
SOE ND oc ca can sueecees sb ae 
Partially tax-exempt interest......... 


ee ga 


Intervening year adjustment........... 


rab 10,000 48,000 
rela 2,000 2,000 

~ 12,000 —-50,000 
idan $(48, 000) oe 
er $2,000. 





(48,000) $ 4,000 
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1954, the year of the loss, adjustments 
required by the 1954 Code for elimina- 
tion of the net-operating loss deduction 
and partially tax-exempt interest deduc- 
tion together with the required adjust- 
ments for 1955, the intervening year, 
reduce the loss indicated on the return 
to $46,000 and eliminate the 1953 net- 
operating loss. It is interesting to note 
that under the 1939 Revenue Code 
there would be no net-operating loss 
deduction available in 1956. 


Computation for individual 

The computation of the net-operat- 
ing loss deductions for an individual is 
similar except that there are further 
modifications required to net loss or net 
income for the year of the loss and for 
intervening years respectively. The 
modifications required are to limit losses 
from sales or exchanges of capital as- 
sets to amounts includible on account 
of gains from sales or exchanges of 
capital assets, to eliminate the deduc- 
tion allowed for 50% of the excess of 
the net long-term capital gain over the 
net short-term capital loss, to eliminate 
the deduction relating to personal ex- 
emptions and finally to eliminate the 
excess of non-business deductions in 
excess of gross income not derived from 
a trade or business. 

The 1954 Code specifies that in de- 
termining deductions that are not at- 
tributable to a trade or business, gain 
or loss from the sale of depreciable 
business property and real property 
used in the business shall be attribut- 
able to a trade or business; that non- 
business deductions shall include the 
net-operating loss deduction, the deduc- 
tion for long-term capital gains and 
the deduction for personal exemptions; 
and finally casualty losses shall not be 
taken into account. 

An example of the computation where 
an individual has long-term capital 
gains, dividends, a business loss and 
non-business deduction together with 
three exemptions would be as shown 


in Exhibit II. 


Special rules for old and new law 


Because of the substantial differences 
in the net-operating loss deduction as 
determined under the 1939 and 1954 
Codes, special rules were developed to 
cover the situation where through 
carry-backs or carry-overs an old law 
loss was brought into a new law year 
or vice versa. 

First, there is a requirement that any 
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ments back, it will be d i agai in- 
mina- EXHIBIT II: A complex personal calculation ihn eductible aguins 7 
come of the second preceding taxable 
iction Gross iacosne—Langhiem coghel sete. salah da nies $ 4,000 year. In the event the operating loss is 
educ- Dividends received (in excess of $50)....... 500 e ae . : 7 
diust Business loss including a net-operating loss de- not completely used up it will then be 
Just- duction of $1,000..... Hine ETAT (10,000) come a carry-back to the first preceding 
year, Fotah Cuens Masih. is. 6. io nanan +s en eee’ ~ (5,500) taxable year. In determining the amount 
eturn Deductions ares _— DADE, «occas a PRL ass OS Re AOS $1,200 of the carry-back to the first preceding 
s net- CE EONE. 0. 5s oa go ekaiaeoe hs) 0? ehia-c eps 1,000 J > a ahs g 
1et Personal exemption deduction................ 1,800 year, the net-operating loss as previ- 
note Deduction for 50% of long-term capital gains... _ 2,000 6,000 ously computed must be reduced by 
Code Eset toate RE Sts seiko Xoo Rae ee we RT eae ee (11,500) income of the second preceding year, 
loss odifications: sanntl int » esti : . , 
NetORRRRENe TORE COCUOMOR. soo. ecc cc ccccccdcteee 1,000 described - the intervening year, ad- 
Personal exemption deduction..... PORE UE sb bee bse ae 1,800 justed by eliminating the partially tax- 
Long-term capital gain deduction. settee eee eee eeeee 2,000 exempt interest deduction, the deduc- 
Excess of non-business deductions over non-busi- : 38 M 
oaan imma tion allowed Western Hemisphere trade 
erat- eS en er eee a ree ee 1,200 corporations, and by adding back the 
al is Net-operating loss...........+.seeeeeees 1,000 net-operating losses for the year of the 
rther PORRONEE MOTION, Sn sina ciericsaciacsceen 1,800 ee d f a at peas 
Long-term capital gain deduction.......... 2,000 = & or all subsequent taxable 
r net 6,000 years. In the process of absorbing the 
l for Less—non-business income................ 4,500 1,500 6,300 net-operating loss against taxable in- 
The Net-operating loss carry-back or carry-over.......... $( 5,200) come in the five subsequent taxable 
SSS peniiae years, income of all intervening years 
| as- must be similarly adjusted. An example 
ount loss for a year ending before January 1, ° the two amounts determined above is of the calculation required when there 
s of 1954, shall be carried over to a year as__ the net operating loss. A portion of this is an intervening year would be as 
duc- determined under the 1939 Code. This _net-operating loss equivalent to the per- shown in Exhibit I. 
s of limitation was designed to confine centage that the number of days after oak: 
the carry-overs from years prior to 1950 to December 31 ,1953, bears to the total Corporate acquisitions 
nate the years enumerated in the 1939 number of days in the taxable period Sections 381 and 382 of the 1954 
ex- Revenue Code. is carried back two years and the re- Code establish the rules for determin- 
the Second, the 1954 Code provides that mainder is carried back one year. ing the net operating loss deduction 
; in generally, in determining the amount Under the new law for taxable years in certain corporate acquisitions. The 
rom of any carry-bagk or carry-over to any ending after December 31, 1953, the 1939 Code was silent with respect to 
taxable year, the necessary computations _net-operating loss deduction is simply the allowance of a carry-over from a 
de- involving any other year are to be made__ the sum of the carry-overs and carry- predecessor to a successor corporation 
at- under the law in effect in such other _ backs to the taxable year. This is quite in any form of corporate readjustment. 
pain year. Let us assume that for the cal- a simplification from the adjustments A few court decisions did allow, how- 
ible endar year 1954 there is a net loss per required under the 1939 Code. Since ever, credit carry-overs in certain very 
erty the return of a corporation of $50,000 the operating loss must first be carried limited controversial cases. This carry- 
ut including a deduction for depletion ~~ 
on- computed on the percentage basis EXHIBIT III: Calculation under both Codes 
the amounting to $20,000 as compared to 1952 1953 1954 
luc- $15,000 if computed on cost, and that Income from operations .............. $100,000 $100,000 $ 50,000 
and there is dividend income of $10,000. eS EOP ir St erie eee 10,000 10,000 10,000 
ms; Also. let us assume that other years ES A a en Se a 110,000 110,000 60,000 
be , er aes Sai a Depletion on percentage basis ........ 20,000 20,000 20,000 
affected by the net-operating loss carry- DAVEIENG GOGO 4... c sce cece ees .3% se 8,500° 
over or carry-back have identical All other deductions ................ 75,000 85,000 81,500 
cre amounts of depletion and dividend in- Net income (loss) per return ........ $ 15,000 $ 5,000 $( 50,000 ) 
ital come as shown in Exhibit III. * Allowed in full in loss year 
a Chird, if a loss arises in a year which No adjustments are required to the loss in 1954 assuming that there is no partially 


tax-exempt interest included in gross income. In converting this carry-over to a 


si is 
itn straddles January 1, 1954, the new law 
deduction in 1955 adjustments would have to be made for net income as computed 











wn requires a computation of the loss un- 
, - ler the 1939 Code for 1952 and 1953 as follows: 
der both the 1939 and 1954 Revenue under the 1909 Code Soe 2008 and 1005 s ‘ 
Codes. To obtain the net operating loss 1954 net-operating EE PEE rs) Se re eee $50,000 
: we Deduct—1952 net income as adjusted under 1939 Code: 
it is then necessary to apply the fraction PR pes ii $15,000 
CES to the loss as determined under the old 1952 dividend received credit.............-+- 8,500° 
bd lew that the number of days prior to 1952 yong eee pind ised 
- January 1, 1954, bears to the number We . re TRIN : 91.500 
- of days in the taxable year and to apply Deduct—1953 net income as adjusted under 1939 Code: 
gh the fraction that the number of days 1953 net income. ttteeeees Pere eee 5,000 
LW = ¢ ox: ee | 1953 dividend received credit...............+. 4,250 
after December 31, 1953, bears to the 1953 depletion adjustment..............2565 5,000 14,250 
a total number of days in the taxable year 1955 net-operating loss deduction. ...........+02see000% $ 7,250 
to the loss as determined under the ® Dividend credit claimed on return. 
os new law. The result obtained by adding 
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over allowance has now been clearly 
defined to be available to an acquiring 
corporation where the net-operating loss 
is the loss of a liquidated subsidiary in 
a non-taxable complete liquidation (ex- 
cept where the Kimball Diamond 
principle applies) or where there is a 
statutory merger or consolidation, or 
where substantially all the assets of a 
corporation are acquired in exchange 
solely for voting stock or when there is 
a mere change in identity, form or place 
of organization, or finally in a transfer 
to a controlled corporation but only if 
the transferor transfers substantially all 
its assets and distributes stock, securi- 
ties, and other property received as well 
as any remaining properties in accord- 
ance with the plan of reorganization. 
In any of these types of transactions the 
net operating loss carry-over of the 
predecessor is allowed to be taken into 
account by the successor as of the day 
of the transfer, and the taxable year of 
the transferor ends on the date of trans- 
fer. 

When the date of distribution or 
transfer is on any day other than the last 
day of the transferee’s taxable year, 
there is a special rule for the determina- 
tion of the net operating loss deduction. 
In this case the taxable year of the 
transferee is divided into a pre-acquisi- 
tion and a post-acquisition period. Net- 
operating loss carry-overs of the prede- 
cessor are able to be applied only 
against post-acquisition income of the 
transferee determined on a daily basis. 
This can best be demonstrated in the 
following example: 

Company A was organized January 1, 
1953, and Company B was organized 
January 1, 
had the following calendar results: 


1952, and both companies 


Company A Company B 


Income Loss Income _ Loss 


1952 


$ 7,000 
1953 $10,000 10,000 
1954 15,000 25,000 
1955 $36,500 $1,000 


On July 1, 1955, B Company trans- 
fers all its assets to A in a reorganiza- 
tion that qualifies. Assuming that there 
are no adjustments required under 
either the 1939 or 1954 Codes to con- 
vert the indicated losses to a net operat- 
ing loss deduction, we would have the 
following results: 


B’s loss is first limited to $18,300: 
183 + 365 X36,500 = 18,300 


June 1955 


A’s net-operating loss deductions for 
1955 is computed as follows: 


Net Opreratinc Loss Carry-OvER 





Total 
1952 $ 6,000 $ 6,000 
1953 $10,000 10,000 20,000 
1954 15,000 2,300 __ 17,300 
$25,000 $18,300 $43,300 


A’s net-operating loss deduction for 
1956 is computed as follows: 


Pre- Post- 
acquisition acquisition Total 

1955 
Income $18,200 $18,300 $36,500 
Carry-over 
applied: 
1952 6,000 
1953 10,000 10,000 
1954 _ 8,200 _ 2,300 

18,200 18,300 36,500 
Remainder 
for 1956 and 
thereafter: 
1954 __ 6,800 22,700 _ 29,500 
Total losses 
that were 
available $25,000 $41,000 $66,000 


In order to prevent these liberalized 
carry-overs from being used in a situa- 
tion where the shareholders of the trans- 
feror do not have a substantial interest 
continuing into the transferee the net- 
operating loss is reduced if the share- 
holders of the loss corporation do not 
own at least a 20% interest in the 
successor transferee. Section 382(b) 
states the rule that for each percentage 
point of ownership less than 20% there 
shall be a 5% reduction in the net-op- 
erating loss carry-over otherwise avail- 
able from the predecessor. Thus, if the 
shareholders of the loss corporation own 
19% of the successor corporation after 
the reorganization the net-operating loss 
deduction will be 95% of the amount 
otherwise deductible. It is important 
to note that where a net-operating loss 
is limited by this section the limitation 
is permanent and serves to reduce the 
carry-overs to later years. 


Purchase of loss corporation 


The 1954 Code has clarified to some 
extent the pitfalls inherent in the pur- 
Section 382 
contains specific limitations on the net- 
operating loss carry-overs which are de- 
signed to prevent the pucchase of a 
corporation for the purpose of tax 
avoidance. 

The limitations imposed are that if 
50% or more of a corporation’s stock 
changes hands during a two-year period 
and if the corporation changes its trade 
or business, the net-operating loss carry- 


chase of a loss corporation. 





over will be denied. Where ten or fewer 
stockholders own at the close of the 
year a percentage of the fair market 
value of the outstanding stock which is 
at least 50 percentage points more than 
the amount such group owned at the 
beginning of the current year or the be- 
ginning of the first preceding year, and 
in addition there has been a material 
change in the nature of the business, 
then the limitation applies. This limita- 
tion may be shown as follows: 


Stock ownership 


at 1/1/55 12/31/55 

A 49 0 

B 49 49 

C 2 2 

D a. oe 49 
100% 100% 


Since only 49 percentage points of 
outstanding stock changed hands, the 
limitation does not apply. However, if 
in the above example C also sold out to 
D, the limitation might apply as D’s 
holdings would be 51 percentage points 
more than D owned at 1/1/55. 

A change in the nature of the busi- 
ness may include a change of location, 
discontinuance of any except a minor 
part of a business, shifting from one 
type of business to another, etc. It is 
interesting to note thaj the Conference 
Committee Reports states, “If the cor- 
poration continued to carry on substan- 
tially the same trade or business, the 
limitation would not be applicable even 
though the corporation also added a 
new trade or business.” 


Accountant's task made easier 


The determination and application of 
a net operating loss deduction is more 
clearly defined under the 1954 Code. 
If that does not appear to be the case 
at first blush, we feel that time will 
show that the accountant’s task in prop- 
erly determining net income, where the 
net-operating loss deduction is a factor 
in such determination, has been con- 
siderably lightened 


by being more 
clearly defined. ¥ 


1954 Code elections, 
effective dates, compiled 


WE'VE JUST RECEIVED a handy little 
booklet which compiles all the elections 
permitted under the 1954 Code, listing 
them by subject. Under each subject 
is a brief summary of the substance of 
the election, and the Section number 
covering that election. The book also 
contains a list of effective dates of the 
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several provisions, classified alphabeti- 
cally by subject. 

The book was compiled by a CPA, 
Cecil Coe, who also publishes a Bibli- 
ography of Accounting and Tax Ar- 
ticles. This book is a supplement to his 
Bibliography, but may be had for $1. 

Address him at 307 East Regent 
Street, Ingleweed 1, California. % 


Three “‘sleepers”’ to watch 
in language of new Code 


THE COMMENDABLE GOAL of gathering 
together the loose ends of our income- 
tax system into an orderly 1954 Code 
was not attained without some con- 
drawbacks, according to 
Joseph M. Jones. Writing in The Tax 
Executive, the Washington attorney 
(his firm: Dudley, Jones and Ostmann) 
points out that many of us had become 


siderable 


familiar with certain old sections, knew 
them by number and felt that we had a 
fair understanding of their meaning. 
Now, as a result of the attempt to com- 
bine in one place the various provisions 
dealing with the particular problem, we 
necessarily have a new statute to con- 
strue. Even though there is no indicated 
intent to change the substantive law, 
the language is different and we face 
the burden of studying the new provi- 
sions to make sure that no change was 
in fact made. This process of consolida- 
tion produced some amazingly complex 
sections in the new Code, some of them 
running for several pages, filled with 
parenthetical exceptions and _ cross- 
references. Even those well versed in 
tax fundamentals will have difficulty 
with some of the provisions. 

There are also some sleepers to watch 
for in the new Code. Sometimes we find 
that the provisions are not as favorable 
as they first appear. For example, Sec- 
tion 1341 limits the effect of the so- 
called “claim of right” theory. Here 
again the Supreme Court might be 
called the culprit. It had ruled that 
money received under a claim of right 
must be then included in gross income 
even though some or all might have to 
be repaid; and the Court had further 
ruled that if and when a repayment was 
made, a deduction could be taken only 
in the year of the repayment. There 
could be no relating back even if the 
earlier year was still open. This rule 
often penalized the taxpayer, as where 
higher tax rates were in effect in the 
earlier year or where the year of repay- 
ment was a deficit year. Under Section 
1341 the taxpayer can make an alterna- 


tive computation and can claim the 
benefit resulting from the recomputa- 
tion of the earlier year’s tax liability 
with the deduction included. But the 
“sleeper” here is that the recomputa- 
tion of the earlier year’s tax is limited 
to income taxes. Since we have recently 
gone through two periods of excess 
profits taxes, and since the income tax 
rates were lower in a major portion of 
those periods, benefit from this new 
provision will be substantially limited. 

The net operating loss deduction 
presents another example of a sleeper. 
The new Code makes two basic changes 
in the old law: (1) there is now a two- 
year carry-back instead of a one-year 
carry-back; and (2) no adjustment 
need be made for 85% of the dividends 
received or for the excess of percentage 
depletion over cost depletion. However, 
Section 172(e) makes it clear that the 


‘ old law still governs prior years. Under 


Section 172(b) a 1954 loss must first 
be carried back to 1952 and then to 
1953, in both of which years the above 
adjustments are necessary. Hence, it 
will be 1956 before the full benefit of 
the new Code will be effective in this 
respect. 


Real estate tax accruals 

Another “sleeper” is found in Section 
461 which provides that any real prop- 
erty tax which is related to a definite 
period of time may be accrued ratably 





Lobbyist denied deduction for pay- 
ments to unidentified persons. Taxpayer 
was a lobbyist for the U.S. Cane Sugar 
Refineries Association. He received 
some $27,000 income. He deducted 
$13,000 paid to individuals he thought 
would acknowledge receipt. He now 
claims $4,000 additional paid to un- 
identified persons. The court holds that 
to allow deduction of the $4,000 would 
be against public policy. Black v. U.S., 
Ct. Cls., 4/5/55. 


Excess payments on purchase price of 
taxpayer's products are income to tax- 
payer, absent evidence of joint venture 
between its stockholder-officers and 
purchasers. There being no evidence of 
a joint venture between the taxpayer's 
individual stockholder-officers and the 
dealers who purchased its trailers at a 
price in excess of the regular dealer 


New accounting decisions this month 


Tax aspects 0; accounting + 361 


over that period, provided the taxpayer 
makes an election to that effect in its 
1954 return. This is an exception to the 
general rule that such taxes accrue on 
the assessment or lien date and are de- 
ductible in the year in which such date 
falls. 

The practical effects of making such 
an election, or of failing to make it, are 
worthy of careful appraisal. Let us sup- 
pose that a state property tax is assessed 
on July 1, 1954, and covers the period 
from July 1, 1954, to June 30, 1955. If 
a taxpayer elects to have Section 461 
apply, only half of this deduction will 
be allowable in 1954, for only one-half 
of it relates, on a ratable time basis, to 
that year. Furthermore, no part of the 
tax assessed on July 1, 1953, would be 
deductible in 1954, for a special rule 
prohibits the deduction of a tax which 
was allowable as a deduction under the 
old law in a prior year. Consequently, 
in this situation the taxpayer would 
simply lose one-half year’s deduction 
by making the election under the new 
law. Some will remember that this new 
method of accruing State property taxes 
was made mandatory in the House Bill. 
In view of the serious impact of the 
change on taxpayers holding large 
bodies of real property in the various 
States, such as the railroads, we were 
able to persuade the Senate that this 
change should be elective rather than 
mandatory. % 


price, the taxpayer’s contention that 
such excess was income to such stock- 
holder-officers, and not to it, was denied. 


Platt Trailer Co., Inc., 23 TC No. 135. 


Transfer of real property to and from 
nominee is non-taxable. To consolidate 
several parcels of real estate, they were 
transferred to a nominee and then re- 
conveyed back in one deed. This is a 
non-taxable exchange. Rev. Rul. 
55-142. 


Gain on growing fruit sold with grove 
is ordinary. This is a decision under the 
old law. Under the 1954 Code, the gain 
on the fruit would be capital. Edwards 
v. Comm., cert. den., 4/11/55. 


Defense housing found held for sale; 
gains are ordinary. In these two cases 
involving corporations owned by the 
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same persons, the Court found that 
since the houses were either immedi- 
ately sold or rented with option to buy, 
the corporation was in business to either 
sell or rent. Pacific Homes, Inc. v. U.S., 
DC Calif., 2/2/55. Western Homes, 
Inc. v. U.S., DC Calif., 2/2/55. 


General contractor not in real estate 
business; gain on lots is capital. A gen- 
eral contractor had at various times 
acquired tracts of land for purposes of 
investment. He made occasional sales 
passively without solicitation. On the 
question of whether six sales in 1945 
from a certain subdivision and tract 
constituted property held primarily for 
sales to customers, the court held that 
the history of acquisition of the lots 
in question, coupled with the fact that 
at no time did the contractor advertise 
or solicit customers, negatived the ex- 
istence of a real estate “business.” The 
gain on the six sales was treated as 
capital gain. Barber v. Edwards, Admr., 
DC Ga., 4/4/55. 


Logger found performing service only 
can’t report gain as capital. Under con- 
tract with land owners, taxpayers per- 
formed logging operations for a fee 
based on the market price. This Court 
agrees with the Commissioner and the 
Tax Court that because he had no pro- 
prietary interest in the timber, he can’t 
report the profit as capital gain under 
the special Code provisions relating to 
cutting timber. Carlin v. Comm., CA-9, 
3/14/55. 


Cost of replacing elevators water hy- 
draulic unit with oil must be capital- 
ized. Taxpayer spent about $4,000 to 
put in working order elevator in the 
convalescent home she operated. At- 
tempts at repair failed and the water 
unit, now obsolete, was replaced with 
‘oil. The Court found that the work did 
prolong the life of the property. It was 
a replacement, not a repair and must 
be capitalized. Kelm, DC 
Minn., 2/4/55. 


Page v. 


Transaction is present sale with de- 
ferred payment where purchaser of- 
fered cash but later gave notes. [ Acqui- 
escence:] In July, 1948, taxpayer made 
a sale to a purchaser who was to pay 
cash on receipt of invoice. In November 
taxpayer agreed to take the payment in 
five equal installments although he did 
not regularly sell on the installment 
basis in 1948. The customer gave tax- 


June 1955 


payer five notes one of which was paid 
in 1948 and four in 1949. The Court 
held the sale was a present sale with 
deferred payment and not an install- 
ment sale. The five notes given in 1948 
and treated on taxpayer's books as hav- 
ing full face value constituted payment 
in 1948 and not income in 1949 as con- 
tended by Commissioner. Greenspon, 23 
TC No. 19, Acq., IRB 155-17, 6. 


Gain on sale cf a rented family resi- 
dence denied nonrecognition relief. 
Sale at a gain of a family residence 
rented for a period of 3 years while 
the owner was in the army does not 
entitle the owner to the nonrecognition 
provisions even though he builds or 
purchases a new home within the re- 
quired period. Rev. Rul. 55-222. 


Sale of underaged livestock results in 
ordinary income. Livestock held more 
than six months for draft, breeding, or 
dairy purposes constitutes Sec. 117(j) 
assets [Sec. 1231 under new Code], 
and a net gain from their sale would be 
treated as a capital gain. The court held 
that heifers under 24 months and bulls 
under 11 months were not mature 
enough for the dairy or breeding herd, 
and a sale of such cattle resulted in 
ordinary income. Biltmore Co. v. U.S., 
DC N.Car., 3/11/55. 


Loss on sale of inherited lots a business 
loss. Taxpayer inherited several lots 
from his father who had been in the 
real estate business. He developed one 
of the lots and sold it at a loss. The loss 
was considered a business loss as there 
was sufficient proof that taxpayer was 
also in the real estate business and that 
he held the lot for sale in the ordinary 
course of his general real estate activ- 
ities. [Sec. 1237 of new Code specifi- 
cally covers issue.] Taylor v. Fahs, DC 
Fla., 4/4/55. 


Capital gains on sales of cattle 6 to 24 
months old. In a decision reviewed by 
the entire court it was held that cattle 
raised by the taxpayer and sold when 
they were between the ages of 6 and 
24 months, were “held” for breeding or 
dairy purposes. Gains arising from such 
sales were, therefore, capital. It was not 
necessary for this purpose for such 
animals to have reached maturity and 
produced a calf. The animals were not 
being held primarily for sale merely 
because it could be predicted that some 
would be sold each year. The judgment 


of the taxpayer that under his own 
standards the animals were not fit for 
breeding or milk-producing, for which 
purposes they were being held prior to 
sale, was deemed controlling by the 
majority of the court. There were six 
dissents. James M. McDonald, 23 TC 
No. 138. 


Collections in excess of expenses on 
evidences of indebtedness treated as 
return of capital until cost recovered. 
The corporate taxpayer purchased in 
bulk from the liquidators of four insol- 
vent banks notes, judgements, accounts 
receivable, mortgages, and other evi- 
dences of indebtedness. It properly 
treated the collections in excess of ex- 
penses as a return of capital until the 
cost of all the items purchased from a 
particular liquidator were recovered. 
Apportionment of the cost basis was 
wholly impracticable. United Mercantile 
Agencies, Inc.; F. W. Drybrough; L. N. 
Simpson, 23 TC No. 139. 


Cost of clearing farm land is capital. 
Taxpayer purchased farm land in 1941, 
intending to build up a pure bred herd. 
Due to war service, it was 1947 before 
he began. He was required to clear 
pasture land of brush. This must be 
capitalized; it is a development expense 
because it need be done only once if 
the farm is maintained. The regulations 
permit the capitalization of deductible 
expenses prior to reacting production. 
But capital cost may not be expensed. 
Gifford A. Cochran, TCM 1955-66. 


Costs of filing trademark are capital 
The cost of preparing and filing an 
affidavit of continued use of a trademark 
is a capital expenditure made to prevent 
cancellation of the registration. It is not 
deductible. Rev. Rul. 55-158. 


Gain on redemption of discount bonds 
is capital. [Non-Acquiescence.] Tax- 
payer owned “accumulative Investment 
Certificates” which were issued at a 
discount and redeemed at a_ higher 
figure. The excess of redemption price 
over issuing prices is capital. (Cf. Rev. 
Rul. 55-136 below. Ed.) George Peck 
Caulkins, 1 TC 656, Acq. 1944 C.B. 5, 
Non-Acq. IRB 1955-11, 6. 


Service will tax as ordinary income the 
gain on redemption of bonds issued at 
a discount. This ruling states the reason 
why the Service withdrew its acqui- 
escence in Caulkins (1 TC 656, affd. 
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144F 2d 482). It states that it has 
always restricted this rule to cases 
similar in fact. However, it has recon- 
sidered the matter in the light of its 
ruling 119, 1953-2 CB 95, holding the 
discount of State of Israel bonds tax- 
able as interest. There is no logical rea- 
son why the bonds at issue in the 
Caulkins case (accumulative Installment 
Certificates) should be treated dif- 
ferently. Rev. Rul. 55-136. [Under the 
1954 Code, such discount is taxable as 
interest income. This ruling is applicable 
to bonds issued prior to January 1, 
1955. Ed.] 


Liquidating distribution had no fair 
value; later realization is capital. [Ac- 
quiescence.] The taxpayer's gift of pre- 
ferred stock in a housing corporation to 
his wife was valid, despite the fact that 


he handled the negotiations over its. 


redemptions. The rights she received 
in liquidation to handle insurance, FHA 
financing and certain power sales, of 


the preferred had no fair market value; 
they would be valuable only if the hous- 
ing project continued after the war. It 
did and the payments she received on 
account of the rights were capital gain. 
The Court finds that the taxpayer was 
in the business of making speculative 
loans. Loss on loan to house builder 
allowed in full. J. C. Bradford, 22 TC 
1057, Acq. IRB 1955-11, 6. 


Discount on Mexican savings bonds is 
ordinary income. The savings bonds 
issued by Mexico are similar to U.S. 
savings bonds in that they are originally 
issued at a discount. This discount is 
interest and is taxable as ordinary in- 
come when realized upon redemption. 


Rev. Rul. 55-135. 


Apex case doesn’t change time for re- 
porting on terminated contracts. The 
position of the Service as to the time 
for reporting compensation from termi- 
nation of government contracts has not 





DEPRECIATION AND DEPLETION 


Depreciation for personal use of corpo- 
ration’s automobiles disallowed. Where 
officers used corporate automobiles per- 
sonally for part of the time, the depre- 
ciation deduction was allowed only to 
the extent that the cars were used ir 
the corporate business. The disallowed 
portion was not required to be picked 
up by the officers as income for it was 
not treated nor intended as additional 
compensation. Joseph Morgenstern, 


TCM 1955-86. 


Single unit of a two unit facility not a 
separate emergency facility. Use on an 
emergency basis of one of a two unit 
emergency facility before completion of 
work common to both, for purposes 
other than those certified, was held not 
to constitute a separate emergency 
facility. Rev. Rul. 55-223. 


Bulletin F reprinted. The new printing 
of Bulletin F is now ready and may be 
obtained from the Superintendent of 
Documents for thirty cents. Notice IRB 
1955-12, 28. 


Cost of 10-year City bus franchise may 
be amortized. [ Acquiescence.] Taxpayer 
paid its parent some $120,000 for its 
franchise rights and then itself ob- 
tained a 10-year franchise. The Court 


held the Commissioner was wrong in 
saying the taxpayer must prove there 
was no reasonable chance of the City 
renewing the license. Nor is there any 
element of good will in the cost since 
the “good will” of a monopoly is limited 
to the life of its franchise. Pasadena 
City Lines, 23 TC 34, Acq. IRB 1955- 
15, 6. 


“Gross income” for percentage deple- 
tion can’t exceed receipts. Taxpayer sold 
tungsten ores to the Government on a 
price calculated as $30 a standard ton, 
reduced for lower quality, for trans- 
portation, milling and chemical ireat- 
ment, etc. Taxpayer claimed as _per- 
centage depletion 15% of the $30 on 
the theory that the Government per- 
formed the treatment as a customer and 
then bought the concentrate; the Tax 
Court agreed with the Commissioner 
that it was limited to 15% of the net. 
The Circuit Court concedes it is a close 
question, noting that if taxpayer had 
carried out the milling and other treat- 
ment it would be allowed depletion on 
the sales price of the concentrate. How- 
ever, it cannot say the Tax Court is 
wrong in finding that ore was sold and 
taxpayer can’t be allowed depletion on 
a figure larger than its own income. 
Riley v. Douglass, CA-9, 4/1/55. 
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changed as a result of the decision in 
Apex Electrical Mfg. Co., 202 Fed. (2)d 
151. That decision, the Service holds, 
disagreed with the Commissioner’s find- 
ing of fact, and did not invalidate exist- 
ing regulations on the subject. Income 
from terminated government contracts 
must be reported by cash basis tax- 
payers when received, and accrued basis 
taxpayers when determined. Unless an- 
other method is prescribed or approved 
all except cash basis taxpayers shall 
report the income in the year of termi- 
nation. However, reimbursement for 
costs of a subsequent year shall be in- 
cluded in the later year. Rev. Rul. 55- 
205. 


Attorney “constructively received” his 
share of pooled fees. An associate at- 
torney reporting on the cash basis was 
to get 10% of the net collections re- 
ceived under a pool arrangement with 
other attorneys. His share of the net 
collections received by the pool for the 
taxable year was $29,000. He actually 
withdrew only $11,000 from the pool. 
He was held taxable on $29,000 be- 
cause the entire amount was available 
te him and so was constructively re- 
ceived. Black v. U.S., Ct Cls., 4/5/55. 


Uniform sales price method of valuing 
inventory improper. Where inventories 
were reported at the lower of cost or 
market, it was held improper for a 
manufacturer of chromium plated blocks 
to value his work in process and finished 
goods inventory at an estimated uni- 
form sales price. The Commissioner’s 
use of actual cost was accepted where 
it was less than reproductive cost or 
market values. Ralph Ellstrom, TCM 
1955-91. 


Use of price indexes for LIFO. Because 
of the discontinuance of the publication 
of variety store inventory price indexes 
by the Bureau of Labor Statistics, earlier 
Rev. Rul. 54-63 detailing use of substi- 
tute indexes is modified. Rev. Rul. 
55-220. 


No constructive receipt of rentals and 
salary from corporation by its sole 
stockholder, president, and _ generai 
manager. Although taxpayer was the 
sole stockholder, president, and general 
manager of his corporation and rented 
to it the building in which it did busi- 
ness, its credit of rentals and salary due 
him to his personal account was not 
taxable income to him in 1948 since it 
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was not in a position to pay such credit 
balance to him at any time during the 
year. In July 1948 the corporation was 
destroyed by fire and thereupon ceased 
operations. G. N. Patrick, Sr., TCM 
1955-73. 


Engineering fees taxable to taxpayer 
despite its agreement to invest such 
fees in capital stock of the recipient of 
its services. Taxpayer, on the accrual 
basis, agreed with its wholly-owned sub- 
sidiary to invest engineering fees which 
were due it by the subsidiary in the sub- 
sidiary’s increased capital stock for the 
purpose of strengthening the subsidi- 
ary’s financial position. There was no 
reason to doubt the ability of the sub- 
sidiary to pay the fees during the tax- 
able years. Such fees, therefore, were 


June 1955 


taxable income to the taxpayer in the 
taxable years and did not cease to be 
taxable income because of such agree- 
ment to invest. Joy Manufacturing Co., 
23 TC No. 187. 


Returned payments for taxes disallowed 
as deductions to cash basis taxpayer. 
Cashier’s checks sent by the taxpayer 
to its agent to pay real property taxes 
in 1945 were replaced by new checks 
for larger amounts in 1947, which were 
turned over to local tax officials. Original 
cashier’s checks were surrendered to 
the bank and the taxpayer’s account 
credited with amount of returned 
checks. Since taxpayer was on cash 
basis it could deduct only taxes actu- 
ally paid. The only taxes which it actu- 
ally paid were those in 1947. United 


Mercantile Agencies, Inc., F. W. Dry- 
brough, L. N. Simpson, 23 TC No. 139. 


New accrual date for Ohio real prop- 
erty taxes. For 1954 and subsequent 
years, Ohio real property taxes accrued 
January 1. The previous accrual date 
was the second Monday in April. Tax- 
payers on a fiscal year including both 
April 12, 1953, and January 1, 1954, 
may deduct two taxes. [Under the 1954 
Code, accrual basis taxpayers may elect 
to deduct real estate tax ratably over 
the period to which it applies. Ed.] Rev. 
Rul. 55-152. 


Seller taxable on installment gain when 
giving notes to charity-purchaser. Tax- 
payer sold property to a charitable or- 
ganization at market value and realized 
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Punitive damages in anti-trust action 
are taxable. [Certiorari denied.] Tax- 
payer collected $1 million in settle- 
ment of treble damages claimed from 
Hartford-Empire Co. for anti-trust law 
violation. The Tax Court held that only 
*/,, the actual damages, was taxable. 
Conceding that punitive damages are 
not “gain derived from capital or labor,” 
the court considers that definition (from 
Eisner v. Macomber, 252 U.S. 189) is 
that the Tax 
Court's rationale was therefore in error. 
This court follows the Second Circuit 
on the “insider profit” cases (Glenshaw 
Glass and Goldman Theatres (211F 2d 
928) ), which held corporations taxable 
on profits on security transactions of 


not all inclusive, and 


insiders paid over to them under the 
Securities and Exchange Act. It sees 
no difference between insider profits 
and punitive damages. Obear-Nester 
Glass Co., Comm’r. v., CA-7, 11/15/54 
cert. den. 4/4/55. 


Maintenance assessments to developz; 
are not cost to home owners. An annual 
charge for maintenance of streets, fire 
and police protection, garbage collec- 
tion, etc., assessed by a real estate de- 
veloper against the homes in the devel- 
opment, may not be deducted by the 
home owners (it is not a tax). It rep- 
resents income to the developer, who 
may, of course, deduct the cost of pro- 
viding the services. Rev. Rul. 55-154. 


Genesee Authority bonds tax free. In- 


terest on the bonds of the Genesee 
Valley Regional Market Authority is tax 
free because the Authority is a political 
subdivision of the State. Rev. Rul. 55- 
150. 


Tuition is income as received; not as 
dancing lessons are given. Taxpayer 
was a partner in a firm operating Arthur 
Murray studios in several cities in Mich- 
igan. A series of lessons were paid for 
in advance (in cash or by notes dis- 
counted at local bank). Books were 
kept on the accrual basis and fees were 
taken into income as the lessons were 
given. The Court holds that since the 
fees were received under a claim of 
right, they were income on receipt. It 
pointed out that the partners’ drawings 
obviously came from prepaid tuitions. 
Curtis R. Andrews, 23 TC No. 127 


Percentage rent is lessor’s income 
though credited against lessee’s im- 
provements. Taxpayer, owner of a build- 
ing, rented it for a fixed rent plus a 
percentage based on lessee’s sales. She 
also agreed to contribute $65,000 to 
improvements with a life shorter than 
the lease, half paid cash and half to be 
allowed only by foregoing collection of 
percentage rentals in excess of $10,000 
a year until paid. Brown v. Comm., 
CA-5, 3/2/55. 


Co-op certificates for retained income, 
having no value, are not income. Tax- 
payer, a cash basis farmer, was a mem- 


THE NEW DECISIONS 


ber of a co-operative which had an 
agreement with its members that it 
would withhold from them part of the 
proceeds of sales to establish necessary 
reserves. The withholdings were evi- 
denced by certificates redeemable only 
in the discretion of the directors and 
which had no fair market value. The 
Commissioner contended the face 
amount of the certificates should be 
regarded as sales income of the tax- 
payer reinvested in the co-op. This 
court agrees with the Tax Court that 
they are not income. They had no value 
when received. Carpenter, Comm. v., 
CA-5, 3/2/55. 


Broker, taking over customer's account 
at more than market, has no loss while 
it holds securities. [Acquiescence.] The 
taxpayer's customer was obligated to 
buy securities when issued, at a price 
about $123,000 more than current 
market. The taxpayer took over these 
buy contracts, releasing the customer, 
in exchange for the customer’s collat- 
eral of about $63,000. The court char- 
acterized as without merit, the Com- 
missioners argument that the $63,000 
collateral represented taxable income, 
but the $123,000 loss was merely con- 
tingent. However, the whole transac- 
tion was not closed; the taxpayer did 
not sell out and take a loss. It stayed at 
the risk of the market, and, in fact, 
ultimately realized a profit on the deal 
as a whole. Loewi & Co., 23 TC No. 59 
Acq. IRB 1955-14, 6. 











mi 
in: 
va 
Wi! 
th 
di 
to 





Dry- 
139. 


rop- 
uent 
rued 
date 
lax- 
both 
954, 
954 
‘lect 
Ver 
tev. 


hen 
Tax- 
or- 


ized 





a profit he reported on the installment 
method. If he makes a gift of an annual 
installment due, he may deduct the 
value of the installment obligation, but 
will be taxable on the gain included in 
the obligation. The gift is considered a 
disposition of the obligation giving rise 
to tax. Rev. Rul. 55-157. 


Trust realizes gain on distributing in- 
stallment obligations. The trust had pre- 
viously sold property and reported the 
gain on the installment basis. Upon 
termination of the trust, the obligations 
distributed to the beneficiary. 
This distribution was a disposition, and 
the gain is taxable then. Being dis- 
tributed, they are taxable to the bene- 
ficiary and deductible by the trust. Rev. 
Rul. 55-159. 


were 


Basis of property acquired for non- 
commercial annuity. The Service sets 
out the rules for determining basis for 
depreciation and for gain or loss on 
disposition of property, acquired by a 
taxpayer, not in the business of issuing 
annuities for payments for the life of 
the seller. If disposition is made prior 
to the death of the annuitant, loss may 
be recognized in that year and to the 
extent of subsequent payments in the 
year made. If gain is recognized upon a 


disposition prior to the annuitant’s 
death, gain may be recognized in the 
year the annuitant dies. Rev. Rul. 


599-119. 


Utility service charges, possibly refund- 
able upon conclusion of rate litigation, 
are taxable. Under court order, tax- 
payer, a utility, is collecting, under 
bond, rates in accordance with a sched- 
ule it filed though the state regulatory 
authority ordered it to use lower rates. 
Upon settlement of this litigation, the 
excess rates may be found to be refund- 
able to customers. Meantime, they are 
deposited in a special bank account. 
The Service holds that they are funds 
received under a claim of right and 
therefore taxable income, even though 
they may be repaid in a future year. 
Rev. Rul. 55-137. 


State franchise tax accruable despite 
litigation. [Acquiescence.] Taxpayer, 
on the accrual basis, should accrue the 
tax, and interest on unpaid amounts, 
annually despite litigation which re- 
sulted in reduction of tax. Brooklyn 
Union Gas Co., 22 BTA 507, Acq. IRB 
1955-11, 6. 
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BAD DEBTS—PERSONAL AND OTHERWISE 


At last! Here is a man in the business 
of organizing and financing companies! 
Taxpayer agreed to finance three auto- 
mobile dealerships and give advisory 
services. In each case, he was to get 
one-third of the profit. One such ven- 
ture failed. The Court finds that tax- 
payer was in the business of financing 
and advising such dealers, and the loss 
is a business bad debt deductible in 
full. Larry E. Webb, 23 TC No. 128. 


No bad debt allowed; debtor's operat- 
ing loss offset gain of parent-creditor 
acquired by taxpayer. Taxpayer owned 
stock in a parent corporation which lent 
money to a subsidiary. Those two filed 
consolidated returns. Taxpayer was not 
part of the consolidated group. On the 
returns, the  subsidiary’s operating 
losses offset the parent’s taxable in- 
come. Taxpayer acquired the rest of 
the outstanding stock of the parent upon 
dissolution of the creditor. Taxpayer 
acquired the claim against the sub- 
sidiary and deducted it as a bad debt 
loss. The Commissioner reduced this 
by the loss offset in consolidated re- 
turns, including loss for year when 
taxpayer was not a member of the 
This the 
holds was proper. The taxpayer stepped 
into the parent’s shoes, and since these 
losses would reduce a bad debt deduc- 
tion to the parent, they must reduce 
the taxpayer’s loss. National Lead Co., 
23 TC No. 123. 


consolidated group. Court 


Stockholder’s loans to publishing com- 
pany were non-business. Taxpayer paid 
in $25,000 for stock of a publishing 
corporation he organized in 1946 and 
lent it an additional $28,000. He 
claimed this was a business bad debt 
in 1947. This the Commissioner dis- 
allowed, and the Tax Court agreed. He 
was not in the business of financing 
corporations. “Having elected to con- 
duct his publishing business in the 
corporate form, petitioner cannot ap- 
propriate to himself the loss sustained 
by the corporation as a business loss.” 


Gifford A. Cochran, TCM 1955-66. 


Advance by real estate man to builder 
held debt despite shares received and 
treatment on books. [Acquiescence.] 
Taxpayer was in the real estate and in- 
surance business. It sold many homes 
built by a company in financial diffi- 
culties. Because of general knowledge 
of that connection and possible public 
distrust of him if builder defaulted, he 
advanced $10,000 to assist in complet- 
ing houses in construction. Taxpayer 
also received stock, but the court found 
this was done to shift control. The $10,- 
000 was shown as a capital contribution 
on the builder’s books. The Tax Court 
finds it was a loan. However, it was not 
yet worthless in the year under review 
as the creditors were still permitting 
operations to continue. Richard M. 
Drachman, 23 TC No. 70 Acq. IRB 


1955-15, 6. 





Whether businesses are separate, for 
disallowance of losses over $50,000, is 
question of fact. The fact that several 
activities are carried on with relation 
to one tract of land (timbering, live- 
stock, oil leases) or one commodity (oil 
production and contract oil well drill- 
ing) does not necessarily make them 
one business for the purpose of disal- 
lowance of an individual’s losses, in 
excess of $50,000, from a_ business 
which has lost over $50,000 for five 
years. The test is whether the activities 
are interrelated and in effect carried on 
as one business. Rev. Rul. 55-121. 


Redemption of bonds. [Non-aqui- 
escence.] In 1945, taxpayer redeemed 
bonds held by three insurance com- 
panies and, at the same time, sold a new 
series to the same companies. It de- 


ducted unamortized cost of issuance 
and premium on redemption. Commis- 
sioner disallowed on ground that there 
was an exchange. Tax Court found they 
were separate transactions and allowed 
deduction. 

Tax Court also permitted taxpayer 
to include as cost of issuance (and de- 
duct in 1945) portion of cost of a prior 
series exchanged in 1939, which cost 
had to be deducted in 1939. No men- 
tion was made by the Court of a Sec. 
3801 adjustment. Bridgeport Hydraulic 
22 TC No. 29, 4/30/54 Non-acq. IRB 
1955-14, 6. 


Cost of farm or manufactured products 
not deductible if it is given to charity. 
The Service reconsiders its position and 
revokes IT 3910. It will no longer assert 
that a farmer or other producer realizes 
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income by making a gift of his product 
to charity. However, in order to prevent 
double deduction, the costs applicable 
to the product are not allowable. Costs 
incurred in prior years are excluded 
from opening inventory of the year of 
gift, or, if deducted in prior years, re- 
duce the amount of the contribution. 
Rev. Rul. 55-138. 


Corporation’s basis for warehouse is 
price paid to sole stockholder; sale 
can’t be disregarded. The Fifth Circuit 
reverses the District Court. The tax- 
payer purchased a warehouse for $125,- 
000 (its fair value) from its sole stock- 
holder. The Florida Court upheld the 
Commissioner in allowing as a depreci- 
ation base only the stockholder’s basis, 
on the ground this was really a contri- 
bution to capital. The circumstances 
cited by the Tax Court—lack of arms- 
length bargaining, tax saving motive, 
lack of a business motive, thin incor- 
conventional 
mortgage, absence of interest, all jus- 


poration, absence of a 
tify close scrutiny of the transaction, 
but not disregard it. There is no evi- 
dence here that a contribution to capi- 
tal was intended, “. the provision 
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for fixed payments without regard to 
corporation earnings ..is evidence 
that a debt was actually created. The 
language of the document and the book 
entries are further evidence that a sale 
took place . . .. This is sufficient evi- 
dence to rebut the presumption of cor- 
rectness with which the Commissioner’s 
determinations are clothed.” Finally, 
the court points out that Congress, in 
enacting Sec. 117 (0) of the 1939 Code, 
disallowed capital gains treatment to 
the seller in these situations to forestall 
the substantial tax benefits “available 
under existing law.” Sun Properties, Inc. 
v. U.S., CA-5, 3/2/55. 


Uncollectible claim for share of joint 
losses is a business bad debt. Taxpayer 
and one Markwordt engaged in several 
unsuccessful joint dealings in livestock. 
Markwordt gave taxpayer a note for his 
share of the losses. Taxpayer’s attempts 
to collect the note by suit judgment in 
1948 proved a failure. The debt was 
held to have arisen as a direct result of 
the joint venture business dealings, and 
was therefore deductible in full in 1948 
as an ordinary business bad debt. 
Robert W. De Puy, TCM 1955-81. 


Corporation held justified in waiving 
deduction for stock-options issued to 
employees as incentive. Under a ruling 
by the Commissioner the nominal cor- 
porate defendant filed consents with 
IRS not to claim compensation deduc- 
tions for stock options issued to its 
employees as incentive for their remain- 
ing with the company and to induce 
others to seek employment. Plaintiff 
stockholders contend that the filing of 
the consent was a breach of defendant- 
director’ fiduciary duties to the corpo- 
ration. The court held that since the 
corporation had no clear-cut right to 
the deduction, the suit must fail. S. 
Burton Spirt v. S. D. Bechtel, DC, SD 
N.Y., 3/25/55. 


Officers’ salaries deductible when un- 
conditionally credited to their account. 
Salaries which were voted to two of tax- 
payer’s officers during the taxable years 
were deductible since, owning two- 
thirds of the taxpayer’s stock, they had 
absolute control over the payment of 
salaries, which could have been paid 
if desired. Such salaries had been un- 
conditionally credited to their accounts. 
Platt Trailer Co., 23 TC No, 135. 
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Amounts received by the taxpayer 
under one contract which he was obli- 
gated to share with another under the 
terms of a second contract, were re- 
ceived under claim of right and taxable 
to him. Exclusive contract obligating 
taxpayer to uirect motion picture films 
for one producer was superseded by a 
contract allowing him to direct films 
for another producer if the taxpayer 
would pay to the first producer a part 
of the sums received by him from the 
second producer. Taxpayer failed to 
pay or even allocate such sums to the 
first producer in accordance with the 
agreement. He contended that since he 
was not entitled to retain the sums 
which he was obligated to pay to the 
first producer, he was not chargeable 
with such sums as income. This was 
denied by the court since such sums 
were received from the second producer 
without restriction as to its use or dis- 
position under a claim of right. The 
court suggested, however, that such 
sums could be deducted if and when 
paid. Compton Bennett, 23 TC No. 136. 


Thirty-six month period under Sec. 107 
began to run from the execution of each 
contingent-fee retainer contract. The 
taxpayer, an attorney, entered into a 
series of contingent-fee retainer con- 
tracts from 1945 through 1947 with a 
number of immigrant inspectors whose 
rights were predicated upon the same 
statute. His right to such fees was con- 
tingent upon actual payment of judg- 
ments to the inspectors. All of the fees 
under such retainer contracts were re- 
ceived in 1947 within a period of less 
than 36 months from the execution of 
such contracts. The right of each in- 
spector was individual, although predi- 
cated upon the same statute, and was 
not the same as those of corporate stock- 
holders in derivative suits. Therefore, 
a retainer contract with one of them in 
1937 did not increase the period of 
legal services as to all of them. Robert 
M. Drysdale, TCM 1955-71. 


Widows pension deductible only if paid. 
Widows’ pensions are to be treated 
as deferred compensation payments 
and as such are subject to the limitations 
of Sec. 23(p) of the 1939 Code. That 
Section requires actual payment for the 
deductibility of a contribution on com- 
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pensation under a plan deferring the re- 
ceipt of compensation regardless of 
whether taxpayer is on the cash or ac- 
crual basis. This ruling modifies prior 
Rev. Rul 54-625. Rev. Rul. 55-212. 


Payments under survivorship benefit 
plans considered death benefit pay- 
ments. Amounts paid by an employer 
under an established survivorship bene- 
fit plan to the beneficiaries of employees 
dying while employed and before re- 
tirement are considered death benefit 
payments. Such payments ‘not in excess 
of $5,000 per employee can be ex- 
cluded from the beneficiaries’ income. 
Rev. Rul. 55-228. 


Accumulated leave pay due decedent 
to be picked up by recipients as income. 
A lump sum payment due a deceased 
governmental employee for accumulated 
leave is “income in respect of a dece- 
dent” and if not properly includible 
in the gross income of the decedent in 
his final return, should be picked up as 
income by his beneficiary or estate. Rev. 
Rul. 55-229. 


Pension may be gift and not compensa- 
tory. An employer having no formalized 
pension plan voluntarily paid taxpayer 
a weekly retirement pension of $25. 
Four years later, the employer, to save 
money, purchased a single payment 
annuity to fund the pension. The jury 
verdict that the cost of this individual- 
ized annuity was not compensation to 
the taxpayer but a gift, was set aside by 
the court. On appeal, the third Circuit 
reversed maintaining that since there 
was no unequivocal indication that the 
payment was intended as compensation 
rather than gift, the jury could find a 
donative intent. The fact that the em- 
ployer took a deduction for the pay- 
ment was held not to be conclusive. 
Peters v. Smith, CA-3, 4/11/55. 


Sec. 107 income allocated to wife de- 
spite separate returns in prior years. 
[Non-Acquiescence.] _Husband-lawyer 
received fees in 1948 allocable under 
Sec. 107, 1939 Code to 1942 to 1947. 
The income may be allocated to his 
wife (they filed a joint return in 1948) 
though they filed separate returns in 
the earlier years. Benjamin Mahler, 22 
TC 1180, Non-Acq. IRB 1955-11, 6. 
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Jury holds officers’ salaries reasonable. 
On the question whether $10,800 and 
$7,200 were reasonable salaries for the 
president and secretary of taxpayer, the 
jury was instructed to consider salaries 
paid generally for like services, salaries 
that would have been paid to complete 
outsiders to perform the same services 
with equal ability, and the education 
and experience of the officers, as well 
as the intricacies of their work. The jury 
found salaries to be reasonable. Sanbom 
Souvenir Co., DC Col., 3/24/55. 


Meager services suggest salary not rea- 
sonable; Commissioner sustained. Tax- 
payer’s vice-president and one-third 
stockholder, a woman 61 years of age, 
spent one-half a day three times a week 
at its place of business signing checks 
and correspondence and discussing busi- 
ness policies. The remaining two-thirds 
of the stock was owned by her two 
sons. The taxpayer paid no dividends 
during the taxable years and there was 
no evidence as to special qualifications 
which she may have had, nor that such 
salary of $5,000 to $6,000 a year was 
reasonable under the circumstances. The 
Commissioner's allowance of $500 a 
year was sustained. Platt Trailer Co., 
23 TC No. 135. 


Payments to employee's widow; com- 
pensation or gift? A retired employee 
was awarded $8,000 additional com- 
pensation for past services to be re- 
ceived in monthly installments over the 
ensuing year. He died during the year 
and the employer agreed to pay the 
widow the remaining unpaid install- 
ments. These payments were held to 
be taxable income to the widow rather 
than gifts. Fisher v. U.S. DC Mass., 
3/30/55. 


Deductions for pension and profit 
sharing subject to actuarial and 15% 
limitations as well as 25%. In a brief 
memorandum decision not giving the 
facts involved or the reason for the 
holding, the Court finds that where an 
employer contributes to both a pension 
trust and a profit sharing trust, there 
are three limitations on the deduction; 
the pension contribution must not ex- 
ceed actuarially-determined needs; the 
profit sharing contribution must not ex- 
ceed 15% of compensation; and the 
total must not exceed 25% of compensa- 
tion. The company argued that only 
the last is applicable. Parker Pen Com- 
pany v. Kuhl, DC Wisce., 1/31/55. 
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Accountant must take firm stand in 


claiming privileged communication 


A N ACCOUNTANT employed by an at- 

torney may have _ privileged-com- 
munications status; we have published 
here recently several views on this 
question (2 JTAX 243). A decision has 
just been handed down in Massachu- 
setts which emphasizes the need for 
the attorney and his accountant-em- 
ployee to be emphatic and consistent 
from the very beginning, if they hope 
to claim constitutional rights. 

The attention of tax men is invited 
to this decision of United States District 
Judge Ford, for the District of Massa- 
chusetts, in the case of United States v. 
Levine, dated Jan. 26, 1955. 

The essential facts were as follows: 
after agents of the Internal Revenue 
Service began an investigation of Le- 
vine’s income tax returns, he retained 
the services of an attorney who hired 
an accountant to assist him in preparing 
a defense. This accountant, on direc- 
tions from the lawyer, examined the 
taxpayer's personal books and records 
and those of the corporation controlled 
by the taxpayer, and also questioned 
the taxpayer as to the matters involved. 
The information thus obtained and his 
‘ calculations based upon it were em- 
bodied in certain work sheets and anal- 
yses prepared by the accountant. After 
the Agent’s investigation had been 
completed, taxpayer had a hearing be- 
fore the Regional Law Enforcement 
Officer of the Internal Revenue Service, 
and several conferences with other of- 
ficials of the Service. A Revenue Agent 
then requested the accountant to pro- 
duce his work papers and other notes 
and memoranda prepared in connec- 
tion with the accountant’s investiga- 
tion of the taxpayer’s tax liabilities. By 
this time the taxpayer had retained a 
new attorney who offered to have the 


accountant voluntarily produce all the 
original records of the taxpayer and of 
the corporation, but not the account- 
ant’s work sheets and notes which the 
accountant had prepared in the course 
of his study, on the ground that such 
work papers and notes were privileged. 
Later this accountant was served with 
a summons to appear before the Rev- 
enue Agent and to produce his work 
papers and notes. The taxpayer’s coun- 
sel protested this action to officials of 
the Internal Revenue Service, and tried 
unsuccessfully to persuade them to 
withdraw the summons. The accountant 
then appeared in response to the sum- 
mons, protested against being required 
to produce his work papers and notes, 
but when ordered to produce them, he 
finally did so. 


Indictment stands 


Levine and his controlled corpora- 
tion were both indicted for income tax 
evasion, and his counsel then moved 
to dismiss these indictments on the 
ground that during the pre-indictment 
investigation there was a violation of 
Levine’s rights under the Fifth and 
Sixth Amendments to the Constitution. 

Judge Ford denied the motion to dis- 
principally on the ground that 
arguendo, even if Levine’s rights had 
been violated, it would not constitute 
a ground to dismiss the indictment, but 
rather would form a basis for a motion 
to suppress such evidence as had been 
obtained as the result of a violation of 
his constitutional rights. 

The court did not pass on the ques- 
tion of whether the work papers of the 
accountant were protected by privilege, 
because it pointed out—correctly 
enough—that while the accountant pro- 
tested, he finally did turn over these 


368 


miss, 


papers to the Agents of the Internal 
Revenue Service in response to the 
summons, and thereby waived his priv- 
ilege if he had it in the first place. 
The lesson is clear and cannot be 
repeated too often. If the client, the 
attorney, or the accountant, intends to 
invoke any constitutional right he must 
do so emphatically and consistently 
from the very beginning. If served with 
process, whether administrative or ju- 
dicial, he must refuse to obey the 
process and he must compel the United 
States District Court itself to pass on 
whether standing on his constitutional 
privilege is or is not justified. Other- 
wise he may have waived a perfectly 
valid right. (See further, Balter, “Fraud 
Under Federal Tax Law,” 2nd edition, 
1953, paragraph 64, page 171.) * 


CA-5 upholds trial court 
facts on Form 870 signing 


WHEN THE TAXPAYER is fearful that 
criminal tax evasion charges may be 
brought against him, he is under terrific 
emotional pressure to settle up with 
Treasury at any price. Many times the 
only real threat of a criminal case is in 
the taxpayer’s guilty conscience. He 
rushes in to sign an “870” settlement 
at a high figure, and then when the 
threat of criminal action seems to have 
disappeared, he is overtaken by anger 
at having subjected himself to such a 
heavy tax load. In the past few years 
several attempts have been made by 
taxpayers to extricate themselves from 
this unhappy situation by resort to legal 
action. 

Typical of such a maneuver was that 
involving Wheeler (CA-5, 1955, 218 
F.2d482). In April 1951, he executed 
a Form 870 agreeing to the assessment 
and collection of income taxes, penal- 
ties and interest for the taxable years 
1942 to 1947, in a sum in excess of 
$50,000. Assessments followed, war- 
rants for distraint were issued, and col- 
lection procedures were instituted. 
Wheeler filed an action in the U.S. Dis- 
trict Court seeking to enjoin the collec- 
tion procedures and alleging in his 
petition that the waiver was extorted 
from him by means of fraud and duress, 
and that therefore the action of the 
Director of Internal Revenue, seeking to 
enforce payment, was an arbitrary and 
capricious abuse of process. A full trial 
was had on the merits (without a jury) 
and the District Judge found Wheeler’s 
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contentions to be baseless in law and 
in fact, and entered an order dismissing 
the complaint. (The details can be 
found in 120 F. Supp. 383.) An appeal 
to the Court of Appeals for the Fifth 
Circuit was fruitless, the holding being 
that the District Court’s findings were 
on the basis of resolving a conflict in 
evidence, and therefore the Appellate 


Court would not interfere. 

It cannot be repeated too often that 
where a tax investigation is in progress, 
every step which is taken or omitted is 
meaningful, both at the time it occurs 
and at any future point before the final 
curtain is lowered. [For general discus- 
sion of closing agreements, see article 
on page 334. ] 


NEW DECISIONS ON FRAUD & NEGLIGENCE 


Equipment dealer's small cash income 
doesn’t create reasonable doubt of 
fraud. On his motion for acquittal, de- 
fendent, found guilty of evasion after 
jury trial, argued that if his income 
were computed on a cash basis, a rea- 
sonable doubt of intent to evade tax 
would be created. But the Government 
cannot be required to do that simply 
because taxpayer’s records are inade- 
quate. The income, computed on an 
accrual basis, was consistent with a net 
worth computation; motion denied. 
McKenna, U.S. v. DC Minn., 12/20/54. 


Conviction for tax evasion upheld. Tax- 
payers conviction for tax evasion was 
based upon the premise that he caused 
his corporation to pay his personal and 
family expenses and to claim them as 
tax deductions. These personal expenses 
were not reported by him as income in 
his own return. The court considered 
the assignments of error with reference 
to instructions and comments to the 
jury, the questioning of a juror in 
chambers, and the lower court’s rulings 
exclusion of 


on the admission and 


| evidence. The conviction was upheld. 
| Lash v. U.S.; CA-1, 4/7/55. 


Fraud penalties on attorney who failed 


to report fees sustained. The taxpayer 
received attorney’s fees in excess of the 
amount allowed by statute and did not 
include them in his return. The Tax 
Court approved the fraud penalties as- 
serted by the Commissioner. This Court 
agrees. Silliman v. Comm., CA-2, 
3/10/55. 


Part-time contractor didn’t report in- 
come received; expenses of the business 
determined. Taxpayer was a full-time 
railway employee. He also acted as 
subcontractor and installer of electrical 
equipment but did not report that in- 
come. The Commissioner included the 
payments taxpayer received from the 


equipment supplier for installation and 
allowed him matured costs. The Tax 
Court found that he also employed an 
electrician and allowed the cost. Penal- 
ties for negligence and failure to file 
estimates sustained. H. W. Meade, 
TCM 1955-82. 


‘ Arbitrary increase of taxpayer's sales 


by agent held improper. Taxpayer in 
the wholesale meat business kept in- 
adequate accounting records relying on 
his bank statements, memoranda, and 
invoices to determine his income. The 
agent accepted the reported cost of 
goods sold but increased sales by using 
a 35% gross profit markup. The court 
held use of the markup was arbitrary 
and erroneous as adequate proof was 
presented that taxpayer sold a_ sub- 
stantial portion of his meats at OPA 
ceiling prices which permitted an 
average gross profit of less than 6% of 
sales. A negligence penalty was sus- 
tained both on merits and because it 
was not contested in pleadings. Govern- 
ment subsidy payments for slaughtering 
cattle is includible as income for the 
taxable year in which the slaughtering 
is performed and not in the year of 
receipt, where the recipient is on the 
accrual basis. Herman Weinberger, 
TCM 1955-80. 


Corporate income embezzled by stock- 
holders is taxable as income to the 
corporation, offsetting embezzlement 
loss not deductible; sum embezzled is 
taxable as dividends to the embezzling 


stockholders in proportion to_ their 
stockholdings. President of taxpayer 
and his wife owned 75% of its stock 


and vice-president owned 25%. They 
took more than $200,000 in incoming 
checks from the corporation, cashed 
them and divided the proceeds 75%- 
25%. Neither the corporation nor the 
officers reported these amounts as in- 
come. The court held that the diverted 
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funds were taxable to the corporation 
as income without an offsetting em- 
bezzlement loss and as dividends to 
the officers, except for amounts received 
by the president with respect to stock 
owned by his wife. Fraud penalties on 
both the corporation and the individual 
officers were sustained. United Mercan- 
tile Agencies, Inc.; F. W. Drybrough; 
L. N. Simpson, 23 TC No. 139. 


Deficiencies and negligence penalties 
upheld. Taxpayer, a dealer in shoe ma- 
chinery and equipment, kept no books 
other than a sales book. Despite many 
postponements, he did not retain coun- 
sel. The Court commented that he him- 
self did not even sort out his cancelled 
checks. The Commissioner’s determina- 
tion of deficiencies and negligence pen- 
alties upheld. Byron W. Woodbury, 
TCM 1955-58. 


Evidence sustains doctor's conviction 
on evasion. Taxpayer, a surgeon, sent 
records of some but not all income to a 
bookkeeping service which prepared his 
return. After investigation began and 
inquiry was being made of his patients, 
he destroyed some records. The trial 
judge commented after the verdict that 
the evidence of guilt was overwhelm- 
ing. Sixth Circuit sustains the verdict. 
Gariepy v. U.S. CA-6, 3/9/55. 


Fraud penalties on bookie not report- 
ing income upheld. The Circuit Court 
comments that it could not possibly 
characterize the Tax Court’s finding of 
fact as clearly erroneous. Salgado v. 
Comm., CA-5, 3/10/55. 


Income noted on return as exempt not 
“omitted.” Taxpayer's return bore a 
note that he omitted $3,000 received 
as Red Cross salary on the ground that 
it was exempt because earned abroad. 
Though this was in error, taxpayer did 
not “omit” 25% of his income so as to 
make the five year statute of limitations 
applicable. The disclosure is inconsist- 
ent with the idea of omission. Therefore 
the regular statute of limitations—3 
years—applies. Slaff v. Comm., CA-9, 
3/4/55. 


Alleged negligence of accountant imma- 
terial in determination of penalty for 
understatement of estimated tax. The 
taxpayers blamed the alleged negligence 
of their accountant for their failure to 
file a declaration of estimated income 
for 1948. The court held, however, that 
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negligence of an accountant would not 
permit an avoidance of a penalty for 
understatement of estimated tax. The 
court earlier had held that a penalty 
imposed under Sec. 249(d)(2) of the 
1939 Code, dealing with understate- 
ment of estimated tax, is not avoided 
by the showing of reasonable cause. 
Maidman, TCM 1955-74. 


Negligence penalty when trusted em- 
ployee prepared return. The 5% negli- 
gence penalty and not the 50% fraud 
penalty was held proper for understate- 
ment of income where it was shown 
that taxpayer turned over his record 
keeping to an old and trusted employee 
who although not too competent could 
not be charged with deliberate falsifica- 
tion. J. L. Lewis, TCM 1955-93. 


Fraud penalties upheld. Taxpayer had 
been indicted and convicted for tax eva- 
sion for the years 1944 through 1946. 
In an action for civil fraud penalties, 
the found that the necessary 
fraudulent intent existed for the years 
1942 through 1946 to support the pen- 
alty. Lorenzo M. Alagia, TCM 1955-94. 


court 


Wilful tax evasion requires specific in- 
tent. The trial court was held to have 
erroneously charged the jury that there 
is a presumption of wilful evasion in 
knowingly and intentionally understat- 


June 1955 


ing income. A specific intent to evade 
being an essential element of the crime, 
even the filing of a false return with a 
bad purpose would not supply the 
necessary intent. Bloch v. U.S., CA-9, 
4/11/55. 


Charge for tax evasion failed to stat. 
sufficient details. Taxpayer was indicteu 
for tax evasion. His request for a bill 
of particulars was granted where the 
charge merely set forth the amount of 
income that should have been reported, 
but failed to give a detailed itemization. 
U.S. v. Wells, DC Minn., 1/31/55. 


No evidence presented; penalty for un- 
derestimate sustained. The taxpayer has 
the burden of proving the Commis- 
sioner’s determination is erroneous. 
Since he presented no evidence, the ad- 
dition to the tax for substantial under- 
estimate is sustained. Howard E. Sig- 
mon, TCM 1955-64. 


Business receipts deposited in personal 
bank account; fraud sustained. Tax- 
payer owned several businesses for 
which competent bookkeepers kept 
double entry books. But taxpayer de- 
posited some receipts from these busi- 
ness in his personal account. His tax 
returns showed only the transactions 
through the business bank accounts. 
The omitted income was from $2,000 


to $30,000 a year. His true income 
varied from $7,000 to $45,000. In view 
of the large amounts, the Court found 
fraud, not mere ignorance and careless- 
ness. Clyde R. Royals, Sr., TCM 1955- 
62. 


Unrecorded cash sales, fictitious names, 
‘ustify fraud penalties. Taxpayer did 
not appear, so the only point at issue is 
whether Commissioner sustained the 
burden of proving fraud. Taxpayer, in 
the textile business, made cash sales not 
reflected on his books or returns. Over 
$200,000 was omitted. He also received 
checks under fictitious names. These 
are evidences of a fraudulent intent. 
Penalties upheld. Harry D. Nassau, 
TCM 1955-55. 


Fraud in tax collector claiming exemp- 
tion for wife despite her income. Tax- 
payer was a Deputy Collector of Inter- 
nal Revenue. He obtained from tax- 
payers who sought his aid some book- 
keeping jobs for his wife from which she 
had several hundred dollars income 
each year. For 1946 and 1947, he filed 
a separate return but claimed an exemp- 
tion for her. In 1948, her income was 
omitted from their joint return. The 
Court finds this was fraudulent. The 
taxpayer argued that his motive was 
not evasion of tax but concealment of 
his wife’s income from his superiors. 
Robert A. Langlois, TCM 1955-56. 


NEW NET WORTH DECISIONS REFLECT SUPREME COURT’S WARNING 


Proof of error in opening net worth 
results in acquittal. Stating that he was 
convinced that taxpayer had cash in 
the neighborhood of $150,000 not re- 
flected in the Government’s net worth 
statement, the judge found the de- 
fendant not guilty. He said he did not 
see how defendant could have derived 
large unreported sums from his busi- 
ness, as contended by the Government, 
when the business records were kept 
by others. Rice, DC Va., 1/14/55. 


Opening net worth not required where 
method corroborative only. On remand 
from the Supreme Court, the Fourth 
Circuit has again upheld the conviction 
of Beaty for tax evasion. The Supreme 
Court decisions requiring establishment 
of an opening figure when net worth 
method is used to prove tax evasion 
was held not applicable here. The case 
was not tried on the net worth theory. 


There was sufficient direct evidence of 
tax evasion, and the net worth state- 
ments were used as corroboration only. 
Beaty v. U.S., CA-4, 3/24/55. 


Conviction of Costello upheld on two 
counts, reversed on one. Considering 
the admonition with which the Supreme 
Court had hedged about the net worth 
method, the Second Circuit reversed 
Costello’s conviction on one of the three 
counts of tax evasion. The reversal was 
for the year 1947. The Court accepted 
the use of the net-worth method as a 
proper base for conviction, but found 
that the government failed to prove one 
material element, the absence of a pos- 
sible opening cash reserve. The Govern- 
ment attempted to prove that Costello 
had no cash on January 1, 1946, by 
showing life insurance loans, a home 
mortgage, and other borrowing at about 
that time. The Court noting that in 


prior years he had large amounts in 
cash and considering it likely that he as 
a gambler, might have kept large sums 
for emergencies, found that the evidence 
as a whole did not justify inference that 
he had no cash. Conviction for the other 
two years 1948 and 1949 was upheld 
even though the court had some serious 
doubts about the propriety of the grand 
jury having found the indictment solely 
on hearsay evidence. U.S. v. Costello, 
CA-2, 4/5/55. 


Taxpayer-physician’s net worth convic- 
tion upheld, fraud penalties imposed. 
In addition to his medical practice dui- 
ing the taxable years 1942-48, tax- 
payer owned rental properties. What 
scant records he retained, such as 


diaries and cancelled checks indicated 
little as to the income which he re- 
ceived from his medical practice and 
rentals, and an excess of reported deduc- 
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tions over disbursements for . expenses 
of practice and operation of the prop- 
erties. In 1949, during an investiga- 
tion of their tax liability the taxpayers 
showed the revenue agents the contents 
of their safe-deposit box, which con- 
tained an accumulation of currency in 
small denominations in excess of $25,- 
000. They contended that this repre- 
sented the remainder of the cash gifts 
received from their respective fathers 
prior to 1942. The Commissioner al- 
lowed them no cash on hand as of the 
beginning of the net worth period but 
the court declared this in error and 
allowed some. It nevertheless imposed 
fraud penalties on the deficiencies for 
all the taxable years and held that the 
deficiencies relating to the taxable years 
1942-46 were not barred by the statute 
of limitations. Mills Estate, TCM 1955- 


75. 


Use of net worth method upheld. As 
taxpayer, a grower and processor of 
popcorn failed to keep adequate and 
accurate records, the use of the net 
method to determine taxable 
income was held justified. The opening 
net worth was properly determined 
from financial statements submitted at 
that time by taxpayer to his bank. The 
fraud penalty was also sustained where 
it appeared unlikely that ignorance or 
innocent error was responsible for the 
unreported income. Howard Davis, 
TCM 1955-87. 


worth 


Defendant's expenditures in 1948 cir- 
cumstantially proved to have been from 
taxable income received in the taxable 
year. Defendant, a former salaried em- 
ployee of the state of New Jersey, was 
convicted of income tax evasion in the 
year 1948. The Government proved his 
income from known sources during the 
taxable year, his net worth as of Janu- 
ary 1, 1948 and his personal living ex- 
penses in the taxable year. It disproved 
defendant’s explanations of the alleged 
non-taxable sources from which he re- 
ceived funds to build and furnish a 
home in 1948 which cost $44,627.61. 
The jury could infer, therefore, that 
such wilful misrepresentations consti- 
iuted an effort to conceal real sources 
of taxable gain in that year. Such in- 
ference supplied the evidentiary re- 
quirement which in other situations is 
filled by an affirmative showing of some 
likely source of income. The require- 
ment that the taxable income be re- 
ceived during the taxable year was met 


by the large expenditures in that year 
as compared with the defendant’s small 
opening net worth and income from 
known sources. The defendant himself 
attributed his affluence in 1948 to non- 
taxable receipts in that year. Harold 
John Adonis, U.S. v., CA-3, 3/28/55. 


Druggist-gambler’s net worth convic- 
tion’ upheld, penalty imposed. Taxpayer 
owned and ran a drugstore until Au- 
gust 1, 1946, the taxable year in ques- 
tion. He claimed that the books which 
he kept in connection with the business 
were lost after he sold it. During 1946 
he engaged in extensive gambling but 
kept no records of such operations. 
Income which he and his wife received 
from rentals during the year were re- 
corded on books which were available 
for inspection. But the court held that 
since the drugstore records were un- 


‘available and no records were kept of 


the taxpayer’s gambling operations, the 
Commissioner could resort to the net 
worth method in computing taxpayer’s 
income. Although the Commissioner’s 
computation was incorrect in several 
particulars, at least part of the defi- 
ciency for 1946 was due to fraud, since 
the taxpayer reported less than */, of 
his actual income and _ various 
steps were taken to conceal the tax- 
payers gambling activities. Crapitto, 
TCM 1955-77. 


net 


Proof under net worth method failed 
to meet Supreme Court’s requirements. 
Rehearing on an acquittal for tax eva- 
sion was denied. In the light of the 
Supreme Court’s decisions on the sub- 
ject, adequate proof was not offered as 
to the opening net worth. Dupree v. 
U.S., CA-4/15/55. 


Error in net worth presentation results 
in new trial. Net worth method is a 
method of proof—not a method of ac- 
counting. Consequently, the Govern- 
ment is not required to prove that tax- 
payer's books are false preliminary to 
using net worth computations. State- 
ments and records obtained from the 
taxpayer because he co-operated with 
agents, are admissible. He was warned 
of his rights even though he did not 
know the investigation was begun and 
conducted by agents from the fraud 
section. The court said, “No doubt, the 
taxpayer who is called upon to assist 
revenue agents in an investigation or 
audit of his income accounting is placed 
in a very difficult, if not impossible, 
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position—especially when a suspicion of 
fraud or evasion prompts the investiga- 
tion. . . . If he refuses to cooperate 
and remains silent, the taxpayer runs 
the risk of having incorrect inferences 
drawn from whatever facts the agents 
discover; and his attitude certainly does 
not lessen the suspicion. On the other 
hand, if he cooperates and converses 
freely with skilled investigators, he may 
be, and usually, is, furnishing evidence 
for use against himself in a subsequent 
criminal prosecution. However, this is 
not to say that there is upon the Gov- 
ernment an affirmative duty to warn a 
taxpayer at the beginning of an inves- 
tigation, the breach of which would 
render inadmissible any evidence so 
obtained.” 

It was improper to admit as evidence 
taxpayer's year-end bank balances with- 
out other evidence of transactions. Such 
figures alone are meaningless and would 
merely confuse the jury. 

It was proper to admit the Collectors 
Form 899, a summarizing annual assess- 
ments, the returns themselves having 
been destroyed in regular routine. 

It was improper to permit a Gov- 
ernment witness to compare gross sales 
and net profits of two restaurants the 
taxpayer had an interest in. The Gov- 
ernment argued that this showed the 
likelihood that all the income from one 
business was not reported. This the 
court holds was prejudicial without evi- 
dence that the businesses were similar. 
The court below should have granted 
taxpayer motion for acquittal on charge 
of filing his wife’s separate community 
property returns. Though her return 
reported figures from his erroneous 
records, he had no connection with 
filing her return. He aided in its prepa- 
ration only. 

In view of evidence that taxpayer 
made substantial securities purchases 
around January 1, 1944, the opening 
date for the net worth proof and the 
beginning of the first taxable year here 
involved, it was an error to allow the 
Revenue Agent to say that taxpayer 
had no cash fund. 

Finally, the charge to the jury was 
prejudicial in not distinguishing be- 
tween filing a false return and having 
the specific intent to evade tax. It 
should be made clear to the jury that 
it should consider the possibility of an 
honest mistake. 

Taxpayer should be acquitted on two 
counts and given a new trial on the 
other two. Vloutis, CA-5, 3/2/55. 
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Taxpayer's records upheld in 


significant sales-tax case 


JORMAL BUSINESS PRACTICES won 
something of a victory in the re- 
cent District of Columbia sales-tax case 
of a liquor dealer and grocer (Hillco, 
Inc., No. 1425, D. of C. Tax Court). 
So much attention has been focused on 
the significance of the decision that we 
asked Morris D. Schwartz, 
payer's counsel, for 
the decision. 

“In essence,” says Mr. Schwartz, 
“this case decides that theories and 
formulae may not be employed by a 
tax assessor where the taxpayer main- 
tains adequate records and there is no 
evidence affirmatively introduced to 
show that the taxpayer’s records are 
false or fraudulent.” 

The implications of Hillco are not 
dissimilar, with respect to the validity 
of the normal accounting practices of 
the taxpayer, from the recent decision 
of the Ninth Circuit in the Pacific 
Grape (2/10/55) on a federal income- 
tax matter. 


one of tax- 
his comments on 


Nature of the business 

“Hillco,” says Mr. Schwartz, “is a 
corporation doing business in the Dis- 
trict of Columbia, engaged in retail 
sales of alcoholic liquors, groceries, and 
the like. The sales of merchandise dur- 
ing the taxable period involved, namely, 
from August 1, 1949, to December 31, 
1953, were registered by cash registers 
and recorded on paper tapes in such 
registers as to number of transactions, 
amount and general character of the 
merchandise sold. The taxpayer also 
had a book called “Daily Cash Book” 
in which the figures were posted from 
the tapes, and it was this book which 
was used in preparing the monthly 
returns of gross sales and the informa- 
tion required by the Sales Tax Act. 

“At the end of the taxable period here 
involved, an investigation of taxpayer's 
business was made by the auditor for 


the District of Columbia. Although all 
the books and records were made avail- 
able to him, the auditor’s investigation 
was limited to an examination of in- 
voices showing purchases of merchan- 
dise by the taxpayer during only one 
year, namely, from September 1, 1952, 
to August 31, 1953. From such ex- 
amination he ascertained the total 
amount of purchases for that fiscal year 
and the portion thereof that represented 
the purchase price of taxable and non- 
taxable merchandise. He then called 
upon the taxpayer for information con- 
cerning the “mark-up” on various items 
of merchandise. Thereafter, the Asses- 
sor assessed the taxpayer deficiencies 
in sales taxes totaling about $3,000. 
The taxpayer's receipts during the 
period involved, according to his rec- 


ords, totaled $2,090,236.43 and the 
taxable sales amounted to $1,555.- 
188.23, which the taxpayer had re- 


ported monthly and paid the two per 
centum sales taxes thereon. 

“The taxpayer, in petitioning for re- 
fund of taxes, charged that the assess- 
ment was arbitrary and capricious. At 
the trial, the Assessor proved that there 
were some errors in the Daily Cash Book 
in some of the years and therefore 
argued that the records were subject 
to suspicion and should not be given 
any weight. No testimony was offered 
by the Assessor, but the taxpayer did 
call as its witness the auditor who made 
the investigation for the Government 
and elicited his testimony that at the 
time he began the investigation, he had 
no information from any source that 
the books and records of the petitioner 


were inaccurate, incorrect, false or 
fraudulent. The taxpayer also _pro- 


duced the testimony of the taxpayer’s 
CPA, who testified that although he did 
not prepare any of the sales tax returns 
for the taxpayer, it was his opinion that 
the books and records of the taxpayer 
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were kept in such a manner as is equal 
to the standard then prevailing in the 
District of Columbia for this type of 
business. 

“The Court ruled that the Daily Cash 
Book was admissible in evidence under 
the Federal Shop Book Rule and that 
the errors which were found in some of 
the totals would not destroy the entire 
book as evidence. The court therefore 
found that the records of the taxpayer, 
with the exception of the few errors un- 
covered by the Government, would 
stand as evidence of correct returns 
having been filed and that the assess- 
ment for deficiencies by the Govern- 
ment was arbitrary and capricious and 
ordered a refund of almost the entire 
amount of the taxes. 

“The opinion makes no mention of 
a pre-trial deposition of the auditor for 
the District of Columbia. This is the 
first time in the history of the District 
of Columbia Tax Court that a petition- 
ing taxpayer attempted to take such a 
deposition. A motion to limit the scope 
of the examination was filed by the 
Government and was argued in open 
Court. The Court ruled that the deposi- 
tion of the auditor could be taken but 
that the taxpayer was not entitled to 
inquire into the “mental processes” of 
the Assessor or his agents by which the 
assessment was reached, but that the 
taxpayer could ask the witness what he 
did and what records he examined and 
which records he did not request. At the 
trial, the Court did not permit auditor 
to be questioned on the method or 
means by which he arrived at the as- 
sessment, but did permit him to testify 
as to what books and records he ex- 
amined of the taxpayer and which ones 
were made available to him and he did 
not use. It is my opinion that this testi- 
mony was important because the tax- 
payer carried the burden of proof that 
the assessment was arbitrary and ca- 
pricious. 

“In summary, this case decides that 
theories and formulae may not be em- 
ployed by a tax assessor where the tax- 
payer maintains adequate records and 
there is no evidence affirmatively intro- 
duced to show that the taxpayer’s rec- 
ords are false or fraudulent.” 
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GovERNOR LEADER OF PENNSYLVANIA 
has proposed a tax program to raise 
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$620 million in new revenues. Principal 
feature, to raise $411 million, is a “clas- 
sified” income tax, which would tax: 
individual salaries and wages at 1%, 


State and local taxes 


after a $1,000 exemption; 2% on unin- 
corporated businesses; 4% on interest, 
rent, and royalties; 5% on dividends; 
and 6% on long-term capital gains. * 


continue to have 


uneven impact on business 


VI EASURING THE IMPACT of state and 
; local taxes with any exactness is 
extremely difficult. Ever since your edi- 
tor discussed this question at the Na- 
tional Tax Conference in Miami Beach 
in 1947 we have been following with 
special interest efforts to measure and 
make more equitable the local tax bur- 
den. Those problems are still with us 
today and no appreciable progress has 
been made to solve or minimize them. 

How great is this tax burden? We 
don’t know. Your editor had hoped that 
the report on Overlapping Taxes in the 
United States prepared for the Com- 
mission on Intergovernmental Rela- 
tions by the Analysis Staff, Tax Divi- 
sion, U.S. Treasury Department would 
point the way toward finding out the 
impact of these taxes on business. How- 
ever, the overlapping which the Com- 
mission is concerned with is the over- 
lapping as to sources of income rather 
than overlapping between states on the 
same sources of income. A great deal of 
statistical information is given in this 
report by the Commission, but the in- 
clusion of the federal income tax dwarfs 
the state and local tax. In the fiscal year 
1953, almost 80% of the total federal, 
state, and local tax revenue represents 
federal tax. 

If we think only of the state income 
taxes on corporations, we find that we 
are considering only approximately 
10% of the total tax burden. However, 
this by no means measures the serious- 
ness of the impact of this tax on busi- 
ness. Practical tax men do readily realize 
how burdensome this tax is in situations 
which do result in overlapping taxes. 


Allocation problem is serious 


The most serious problem which 
arises in connection with the adminis- 
tration of the state corporate net in- 
come tax has to do with the allocation 
formulae. Most corporations having 
operations in several states find it very 
difficult, even impossible, to allocate 
their net income to any one state by 
means of separate accounting. This, 


therefore, poses the problem of the ap- 
plication of the particular statutory 
formula. Corporate tax men realize that 
a formula must be used in multistate 
operations of a unitary business and 
the courts have sustained the use of such 
formulae. The United States Supreme 
Court in 1931 sustained the use of a 
formula in the case of Hans Rees’ Sons 
Incorporated v. North Carolina (283 
US 123). Then it laid down a cri- 
‘terion for judicial appraisal of such 
formula when it said “The difficulty of 
making an exact apportionment is ap- 
parent and hence, when the state has 
adopted a method not intrinsically arbi- 
trary, it will be sustained until proof 
is offered of an unreasonable and arbi- 
trary application in particular cases. 
But the fact that the corporate enter- 
prise is a unitary one, in the sense that 
the ultimate gain is derived from the 
entire business, does not mean that for 
the purpose of taxation the activities 
which are conducted in different juris- 
dictions are to be regarded as ‘com- 
ponent parts of a single unit’ so that the 
entire net income may be taxed in one 
state regardless of the extent to which 
it may be derived from the conduct of 
the enterprise in another state.” Since 
that time numerous decisions have been 
handed down, but unfortunately with- 
out setting a general pattern which 
could be useful in making certain the 
rules on allocation. 

The problem of allocation has been 
a thorny one from its inception. The 
National Tax Association has considered 
the problem from time to time without 
satisfactory results. The National Tax 
Association committee on allocation of 
income under the chairmanship of Leo 
Mattersdorf did an excellent job in 
focusing attention on the lack of uni- 
formity with regard to situs of sales for 
the purpose of apportioning corporate 
net income. Unfortunately, the commit- 
tee concentrated all of its efforts on the 
problem of attaining uniformity of for- 
mula, not developing the best formula. 
It has been your editor’s opinion from 
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the very beginning that the thorniest 
problem is situs of sales, which is usu- 
ally a factor of the allocation formula. 
In the paper delivered at the NTA Con- 
ference in Miami Beach in 1947, your 
editor referred to six possible methods 
of allocating sales, as follows: 


Point of sales solicitation 
Point of acceptance of order 
Point of origin of goods 

Point of destination of goods 
Place of billing of order 

6. Place of collection of invoice 


1. 
2. 
3. 
4 
5 


The NTA Committee did agree on 
very important principle: that the 
situs of sale should be where the tax- 
payer engages in his greatest economic 
effort and activity. Applying this prin- 
ciple to the six methods mentioned 
above, your editor believes that the 
place of sales solicitation is the most im- 
portant in determining where the tax- 
payer engages in his greatest economic 
effort and activity. However, it is also 
true that there could be no net income 
without a closed transaction and hence 
the acceptance of the order is the start 
of the transaction culminating in net 
income. It could also be argued that 
without the existence of the goods being 
sold, there could be no transaction; 
hence the importance of the point of 
origin of the goods as well as the point 
of destination of the goods. It could also 
be pointed out that until the customer 
is presented with an invoice, the trans- 
action cannot consummated and 
therefore the place of billing is impor- 
tant. Moreover, without the collection 
of the invoice, the final result cannot 
be attained. 


=~ 


« 


be 


A second study made 


Your editor introduced a resolution 
at the NTA Conference in Miami 
Beach proposing that a committee be 
appointed to study the problem of al- 
location of sales and the resolution was 
adopted. This resolution was the au- 
thority for the appointment of another 
committee created in 1949 by the NTA, 
but unfortunately, the scope was broad- 
ened to include the drawing up of a set 
of general criteria for property taxes, 
sales and use taxes, and gross receipts 
taxes all of which materially compli- 
cated the problem. The committee con- 
sidered six groups of income-producing 
activities: (1) merchandising, (2) 
manufacturing, mining and farming, 
(3) finance, insurance and investment, 
(4) transportation, communication, and 
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other public utilities, (5) services, and 
(6) construction. This committee made 
several reports. The second preliminary 
report made at the 1950 NTA Confer- 
ence in Pittsburgh did not express the 
unanimous opinion of its members. One 
of the dissenters was Leo Mattersdorf, 
the committee 
and outstanding authority on the ques- 


chairman of previous 
tion of allocation of income. 

Broadening the scope of the study 
of this committee to include considera- 
tion of various types of businesses as 
well as the consideration of allocation 
factors other than sales complicated the 
problem and made impossible any sub- 
stantial unanimity of opinion. A prob- 
lem of this magnitude can be solved 
only by breaking it down into its com- 
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ponent parts and working toward the 
solution of each part. 

Since that time, the Controllers 
Foundation developed its report which 
contributed to the literature on the 
subject and pointed up the complexities 
which existed. The Commission on 
Intergovernmental Relations appointed 
by President Eisenhower does not seem 
to consider this phase of overlapping 
taxes within the scope of its study. No 
further study is presently being made 
by any responsible group and your edi- 
tor believes that the subject is of suffi- 
cient importance to warrant continuous 
study. 

In The Tax Executive of January 
1955 there are three articles on the 
state allocation factors, written by three 
members of the Chicago Chapter: One 
on the property factor, the second on 
the sales and gross receipts factor and 
the third on payroll, manufacturing 
cost and other factors. Several very in- 
teresting points are raised in these ar- 
ticles. On the property factor, R. F. 
Sumerwell of Chicago says: 

1. “Is it possible that merchandise 
in transit, for the purpose of the allo- 
cation factor, might be considered as 
having no taxable situs in the state?” 
Unfortunately, he does not mention 
that if such merchandise in transit is 
not to be considered in the numerator 
of the fraction, it should then be ex- 
cluded from the denominator of the 
fraction thereby penalizing the partic- 
ular taxpayer. 

2. He then goes on to say, “Should the 
assessed value of the property be con- 
sidered as the proper basis rather than 
cost or market for the property factor?” 
This suggestion has been tried from 
time to time by various states with very 
disastrous results for both the state and 
the taxpayer. There is a greater diver- 
sity of assessed values not only as be- 
tween taxing jurisdictions within the 
state but also diversity as between 
states resulting in abnormal values for 
both the numerator and the denomi- 
nator. As a matter of fact, the lack of 
uniformity and equalization in the prop- 
erty or ad valorem field is another grave 
problem crying for solution. To apply 
the inequity in that field to the alloca- 
tion problem greatly magnifies the in- 
equities. Your editor feels that the best 
proposal for the solution of this problem, 
as it applies to merchants and manu- 
facturers, is to confine the property 
solely to inventory. This proposal was 
originally made by Arthur Kaiser (now 


retired) of Sears Roebuck & Company 
and I think it is an excellent solution, 
Some states have already adopted it. 

The most difficult phase of the allo. 
cation problem relates to the sales or 
gross receipts factor. William L. Lowe 
of Chicago, makes one __ interesting 
point: that the only practical cure for 
the inequitable tax situation is the 
standardization of the definitions used. 
However, you could have standardiza- 
tion of definitions without having 
standardization of the formula itself, 
Your editor believes that the simplest 
and most equitable formula for sale situs 
is to assign to the state of destination 
all sales made wholly within the partic- 
ular state and 50% of sales partly 
within and partly without. If every 
state adopted such a formula, there 
would be no state getting more than 
100% of the sales. 

Louis G. Langpop of Chicago, dis- 
cussing payroll, manufacturing costs, 
and other factors, points out that some 
states use a time-spent basis whereas 
some states use the home office concept. 
If either of these two bases are used, it 
might be different from the basis pre- 
scribed under the state unemployment 
compensation laws; when this happens 
a separate analysis of payroll must be 
made for allocation. The simplest and 
least complicated basis is that used for 
state unemployment insurance payroll 
purposes since all taxpayers must com- 
pile that information. However, if this 
should be inequitable, then the alloca- 
tion should be confined to the salary 
and commission paid to salesmen actu- 
ally engaged in the solicitation of busi- 
ness. Under this proposal, some weight 
would be given the solicitation factor. 

What has been discussed above ap- 
plies principally to manufacturing and 
merchandising businesses. It may very 
well be that a desirable formula for 
this class of industry could not be used 
or should not be used in other indus- 
tries such as finance, insurance, invest- 
ment, transportation, communication, 
public utilities, service, construction, 
farming, and mining. However, cor- 
porate tax men engaged in these par- 
ticular industries would perhaps be in 
a better position to suggest uniform 
formulae suitable to their own indus- 
tries. We hope this article may provoke 
discussion among corporate tax men so 
that some action may be taken toward 
solving these intricate problems and al- 
leviating the impact of these taxes on 
business. Action is needed. * 
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_ NEW DEVELOPMENTS IN 


yroll taxes 


‘EDITED BY PETER G. DIRR 





Should unemployment insurance be 


based on take-home pay? 


As A RESULT of our comments (2 
~™ JTAX 170) on the new Michigan 
Formula for determination of unemploy- 
ment benefits, we have received a pro- 
test against the use of take-home pay as 
a base for benefits. 

This formula has been the subject of 


much controversy. Many experts in the ~ 


field of unemployment insurance argue 
that dependency allowances tend to be 
part of a complete welfare program with 
emphasis on “needs” rather than the 
employee’s contribution to the economy. 
They feel that as a matter of principle 
dependency allowances, whether in flat 
amount or as part of a variable maxi- 
mum, such as the Michigan Formula 
introduces, should be kept out of the 
unemployment insurance program. The 
same experts also oppose the idea of 
benefits to 
weekly take-home pay. Our correspond- 


relating unemployment 


ents say this: 

“In measuring the adequacy of un- 
employment insurance benefits today, 
many yardsticks are being used. For 
changes in 
weekly benefit amounts over a period 
with corresponding changes in cost of 
living. 

“Another yardstick now being used 
examines the relationship between the 
weekly benefit amount and weekly pay, 
and in particular weekly take-home pay. 
The proposal is now advanced that 
the weekly unemployment insurance 
benefit should approximately represent 
the same percentage of weekly take- 
home for all individuals. This 
means that since the amount of tax de- 
ducted is based on family status, un- 
employment benefits must be based on 
family status. 

“While this relationship between 
weekly benefits and weekly take-home 
pay is of interest, it should be realized 
that the emphasis on weekly take-home 
pay, rather than on gross weekly earn- 


example, one compares 


pay 


ings, was brought about by a mechani- 
cal change in federal income tax col- 
lection, which made the tax payable 
weekly instead of at the end of the year. 

“The argument for basing the bene- 
fit formula on this new relationship be- 
tween weekly benefits and take-home 
pay,if supportable now, must have been 
equally supportable prior to the with- 
holding tax. 

“When viewed in this light, the argu- 
ment again reduces itself to whether or 
not dependency benefits are desirable 
per se and not whether it is desirable 
to maintain such a particular relation- 
ship. 

“Besides considering the fact that 
a person’s final tax is based upon earn- 
ings throughout the year, and that he 
may owe more or less federal income 
tax than he has had withheld, the case 
for other standard deductions from 
weekly earnings should be noted. The 
practice of making weekly deductions 
based on a wide variety of personal 
obligations is becoming wide-spread. 
It has been common practice to make 
weekly deductions for pension, insur- 
ance, savings bonds, union dues, etc., 
and state income tax. If the argument 
is sound that a relationship should be 
maintained between weekly benefits 
and take-home wages, perhaps other 
more or less generally recognized ob- 
ligations of a personal nature, in addi- 
tion to federal income tax, should be 
considered. 

“Gross weekly earnings are still the 
measure of contribution to our economy. 
They generally do not reflect family 
status or other personal obligations. 
The actual weekly take-home pay is 
variable not according to contribution 
made but according to certain volun- 
tary relationships. 

“While it may be legislatively con- 
venient, desirable, or practical to use 
a particular yardstick such as the rela- 
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tionship between benefits and the cost 
of living, or between weekly benefits 
and weekly take-home pay, it is quite 
another thing to alter a program based 
upon a current happy statistical rela- 
tionship.” w 


IRS issues combined 
withholding tables 


IRS publication No. 192 containing 
tables for combined withholding of in- 
come and FICA taxes has just been 
published. It is intended to be used for 
employees receiving $4,200 per year or 
less. It also contains instructions for 
filing Form 941 and W-2s when the 
combined withholding table is used. 


NEW DECISIONS 


Withholding from minimum wages sued 
for should be made when paid to Gov- 
ernment. The Wage and Hour ad- 
ministrator may sue on behalf of em- 
ployees for unpaid minimum wages or 
overtime. In such case, the employer 
pays the wages into a special account 
from which the employee is paid on the 
administrator's order. Withholding 
should be made and reported when the 
payment is made by the employer into 
this account. Rev. Rul. 55-203. 


As private tutor, teacher is self-em- 
ployed; as public school substitute, she 
is an employee. A self-employed private 
tutor also works part time as a substi- 
tute teacher for a local board of educa- 
tion. She is considered as an employee 
of the school under common law con- 
cept of an employee and her salary as 
substitute teacher is not subject to the 
tax on self-employment income. Her 
income from private tutoring is subject 
to self-employment tax. Rev. Rul. 55- 
206. 


Employer must attempt to deliver W-2. 
The law requires the employer to fur- 
nish the employee with a W-2 by Janu- 
ary 31. The regulations require the em- 
ployer to make a reasonable effort to 
deliver it. Where employment is inter- 
rupted by a strike or otherwise, but 
there is reason to expect the employee 
will return to work, no W-2 need be 
filed. If the employment terminates, a 
W-2 should be prepared and mailed. 
When such an interruption extends 
from December through January, the 
employer should attempt to deliver the 
W-2, such as mailing to his last known 
address. Rev. Rul. 55-145. 








NEW DEVELOPMENTS IN 


Taxation of oil & gas 


EDITED BY GODFREY WM. WELSCH, LL.B., CPA 





Breeding & Burton produce highly useful 


work on American & Canadian oil taxation 


‘LARK W. BREEDING AND A. GORDON 
BURTON have done a good job in 
their recently published Taxation of 
Oil and Gas Income.' The book is well 
written and so readable that it can be 
used as a textbook. On the other hand 
the excellent index and numerous ci- 
tations make it invaluable as a refer- 
ence book for the busy tax practitioner. 
It should prove exceptionally helpful to 
those practitioners far from the scene 
of oil and gas activity who have only 
occasional necessity for examining the 
complexities of this specialized field of 
taxation. The introductory chapters on 
the nature of the petroleum industry 
and the kinds of property interests in- 
volved in oil and gas deals provide a 
necessary background. The functional 
arrangement of the contents—from types 
and _ characteristics of conveyances, 
through problems of ownership and op- 
eration of the properties to a discussion 
of the nature of the operating organiza- 
tion (partnership—joint venture—corpo- 
ration) presents an orderly tour through 
an extremely difficult and involved 
branch of taxation. Charts and tables 
help to simplify the author’s explana- 
tions and several chapters contain sug- 
gestions on minimizing the tax conse- 
quences of projected transactions. 

The book is up to date, containing 
coverage of the applicable sections of 
the 1954 Code and citing recent cases. 
It is the only recent work we know of 
which is devoted exclusively to the tax 
problems incident to the acquisition, op- 
eration and conveyance of oil and gas 
interests. 

In addition to a complete coverage of 
U. S. law, rulings and cases applicable 
to oil and gas, the book also contains a 
section on Canadian income taxes as 

1 Taxation of Oil & Gas Income, Breeding and 
Burton, New York, Prentice-Hall, Inc., 1955, 340 


pages. Regular edition, boards, $15, special stu- 
dents’ edition, paper covers, $5.65. 


they apply to the petroleum industry. 
With the growth of the Canadian oil 
industry and the scarcity of authorita- 
tive reference books on Canadian tax 
law in the usual tax practitioner’s li- 
brary, this section can save many hours 
of research. 

Both authors are experienced practi- 
tioners. Both are partners of Peat, 
Marwick, Mitchell & Co.; Breeding, a 
CPA, in Dallas, and Burton, a chartered 
accountant, in Canada. w 


One-week course in oil 
taxation at Oklahoma 


WE HAVE worp from Earl Sneed, Jr., 
dean of the College of Law at the Uni- 
versity of Oklahoma, that the College 
will hold a short course in the taxation 
of oil and gas at Norman, May 23 to 
28. Eugene O. Kuntz and Harold G. 
Wren, professors of law, will conduct 
the course, with the aid of guest speak- 
Cost: $50. If interested address 
F,. Lee Hayden at the University. 


ers. 


OIL, MINING DECISIONS 


Cutting benches in strip mine is not de- 
velopment. Commenting that the record 
did not show what part of the deduc- 
tion at issue was for removing over- 
burden (soil and waste rock) and what 
part for cutting benches (removing ore 
in terraces to facilitate continuous work- 
ing), the Tax Court allowed the entire 
amount as ordinary expenses. The Com- 
missioner contended it was a develop- 
ment expense and to be capitalized. 
This would have given taxpayer no 
benefit since it claimed percentage de- 
pletion on income, which is, of course, 
unaffected by amount of development 
expense. National Lead Co., 23 TC No. 
123. 
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Metal mine depletion allowed though 
only compounds produced. Taxpayer 
mined ilmenite from which it produced 
titanium compounds (sold for use in 
making paints) but no titanium as a 
metal. Because no metal was produced, 
the Commissioner disallowed depletion. 
The Tax Court holds for the taxpayer, 
The law contains no definition of a 
metal mine, and legislative history gives 
few clues. However, the Commissioner’s 
definition seems too narrow. National 
Lead Co., 23 TC No. 123. 


Payments to contractors without eco- 
nomic interest do not reduce percent- 
age depletion. [Non-acquiescence]. 
After certain of its property had been 
deep-mined and partly strip-mined, tax- 
payer engaged contractors to strip-mine 
it for a fixed payment to them per ton 
delivered. The Tax Court holds that 
since the price was fixed and independ- 
ent of the market price of coal, the 
contractor had no economic interest in 
the coal in place. Moreover, the tax- 
payer could terminate the contract at 
its option. Consequently, the taxpayer is 
not required to deduct the payments to 
the contractor in computing its gross 
income from mining, on which percent- 
age depletion is allowed it. Mammoth 
Coal Company, 22 TC No. 73 Non-acq. 
IRB 1955-14, 6. 


No rapid amortization for development 
cost recoverable by depletion. Taxpayer 
claimed percentage depletion. In addi- 
tion, it claimed rapid amortization of 
the development costs of a mine for 
which it obtained certificates of neces- 
sity. Pointing out that the law did not 
cover this point. the Court held that it 
would not permit the amortization; to 
do so would be to allow a double de- 
duction. It noted that the 8th Circuit 
reversed (201F 2d 98) a similar hold- 
ing in Arkansas-Oklahoma Gas Corp. 
17 TC 1208. National Lead Co., 23 TC 
No. 123. 


Election to capitalize delay rentals. The 
Service previously held that delay rent- 
als (which extend the period in which 
the lessee may drill) are carrying 
charges on unproductive property. It 
follows that the election given in the 
Regulation apply—charges may be capi- 
talized on a particular property regard- 
less of the tax treatment of charges on 
other properties in the same year, and 
charges on the same property in prior 


vears. Rev. Rul. 55-118. 
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Domicile of husband from whom tax- 
payer not legally separated governs in 
attributing to her one-half of commu- 
nity income earned by husband in Cali- 
fornia in absence of agreement to con- 
trary. Taxpayer and her husband sepa- 
rated in 1942. Although she filed her 
own returns in 1948 and 1949 from her 
residence in Minnesota and _ stated 
therein that her husband was filing sepa- 
rately, he filed what purported to be 
a joint return for 1949 from his resi- 
dence in California. The court sustained 
the determination of 
deficiencies with regard to the tax- 
payer's returns for 1948 and 1949 on 
the ground that she should have in- 
cluded in her income her share of the 


Commissioner’s 


community property income earned in 


California by her husband. In the ab- 
sence of an agreement to the contrary 
because of her husband’s domicile in 
California and their lack of a legal 
separation, one-half of the community 
income belonged to and was taxable to 
her. Lorraine I. Dipple, TCM 1955-72. 


Red Cross aide not exempt on foreign 
salary. Following the Downs case 
(166F 2d 504), the Court holds that 
taxpayer in Europe in 1943 and 1944 
was not a bona fide resident. Slaff v. 
Comm., CA-9, 3/4/55. 


Portion of monthly payments for sup- 
port of children disallowed as alimony 
deductions. Under a property settle- 
ment agreement, husband agreed to 
pay his wife $300 per month for sup- 
port of herself and two minor children. 
When both children were to start at- 
tending school, payments were to be 
reduced to $125 a month, and when 
both children were to complete their 
education, become self supporting, or 
go to live with their father, all pay- 
ments were to cease. The court con- 
strued the agreement as earmarking 
$125 for the support of the wife and 
the balance for support of the children 
thereby permitting the husband to de- 
duct $125 a month as alimony. Alpheus 
M. Ball, TCM 1955-84. 


Reversal of wife’s alimony case vacates 
separate decision against husband. The 
Tax Court in a case involving includi- 
bility of payments received by a wife 
from her divorced husband held they 


ew decisions affecting individuals 


were not income to the wife. In a sepa- 
rate decision the court held the pay- 
ments were not deductible by the hus- 
band. But as the wife’s case was later 
reversed on the grounds that the sepa- 
ration agreement was incident to a 
divorce, the separate Tax Court deci- 
sion denying the husband the deduction 
was ordered vacated. Moses Est. v. 
Comm., CA-2, 2/9/55. 


Lump sum installment obligation con- 
tingent on remarriage or reduction held 
periodic alimony in Eighth Circuit. 
The Eighth Circuit agrees with the 
Second, Third, and Ninth that install- 
ment payments pursuant to a decree 
of divorce and limited to a fixed num- 
ber of years less than ten are to be 
considered as deductible periodic ali- 
mony payments if the payments are 
contingent on the wife’s remarriage or 
the husband’s earning capacity. Prewett 
v. Comm., CA-8, 4/12/55. 


Monthly payment divided in fixed (not 
alimony) and contingent (alimony). 
The Tax Court had held that the $800 
a month for a fixed period taxpayer was 
required to pay his former wife was 
contingent his having 
from radio and so was deductible. This 
Court points out that only $300 of the 
payment was dependent on earnings. 
The other $500 a month was payable 
in all events, and the total was evi- 
dence by promissory notes of the tax- 
payer. This amount is an installment 
payment of a fixed sum and is not de- 
ductible. Fidler v. Comm., CA-9, 
3/] 


upon income 


55. 


Dependency credits for support of chil- 
dren allowed to divorced mother. In 
determining which of the divorced 
parents was entitled to claim the de- 
pendency credits for support of their 
children, the found that the 
mother contributed more than half and 
vas therefore entitled to the credits. 
Marion M. Bevan, TCM 1955-85. 


court 


Wife is not a dependent. The taxpayer's 
wife may not be claimed as a depend- 
ent. An exemption for a spouse may be 
included on a joint return and on a 
separate return if the wife has no gross 
income and is not the dependent of 
another. Notice, IRB 1955-11, 29. 
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Rental value of lodging furnished is 
part of dependent’s support. Taxpayer's 
mother-in-law, whom he claimed as a 
dependent, had an old age pension. In 
computing the support he furnished, 
the Commissioner allowed only ‘/» 
(she was one of the six in taxpayer's 
family) of out-of-pocket house expenses, 
i.e., painting, taxes, electricity, etc. 
Taxpayer claimed the fair rental value 
of her room. The Tax Court agrees. 
Rental value is the best measure of the 
lodging furnished. One dissent—he 
would remove profit element from the 
rental value. Emil Blarek, 23 TC No. 
129. 


Same issue, same results. This case in- 
volved same facts and same holding as 
Blarek, above. William C. Haynes, 23 
TC No. 131. 


Can't deduct upkeep of residence oc- 
cupied rent-free under option to buy. 
Under the terms of what the court 
characterized as a “peculiar interfa- 
milial arrangement” taxpayer occupied 
a house owned by the estate of her 
mother. She paid for the upkeep but 
no other rent; she had an option (never 
exercised) to the She 
claimed the upkeep as expenses in a 
transaction entered into for profit. Say- 
ing that the claim “borders on the 
fantastic” the court agreed with the Tax 


buy house. 


Court that the expenses were personal. 
Meurer v. Comm., CA-2, 4/6/55. 


Loans vy. dividends. The findings by 
the District Court that substantial with- 
drawals by stockholders of a family 
corporation dividends and _ not 
loans was upheld. No notes were ever 
given, nor was interest ever paid or 
accrued by the corporation. U.S. v. E. 


Regensburg & Sons, CA-2, 4/11/55. 


were 


Attorney's fees in arranging pooling of 
gas reservoirs under Texas Railroad 
Commissioner's rules not capital but 
fully deductible. Taxpayers held inter- 
ests in several leases, but before they 
could produce gas they were required 
under the Texas Railroad Commission’s 
rules and orders to pool their gas res- 
ervoirs. Legal fees expended in con- 
nection with the arrangement of such 
pooling were held to be not capital in 
nature, but fully deductible as expenses. 
Fields v. Campbell, ND Tex., 3/11/55. 


Deductibility of contributions unde- 
cided. Where the issues had not been 
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squarely presented and adequately sup- 
ported, the court refused to decide 
whether contributions to American 
Committee for the Settlement of Jews 
in Birobidgan, Inc. and Widdisher 
Kulter Farband, Inc. could be deducted. 
Joseph Morgenstern, TCM 1955-86. 


Expenses in seeking employment not 
deductible. Expenses incident to seek- 
ing employment while unemployed are 
personal expenses and not deductible. 
William Galindos, TCM 1955-89. 


treated as educational insti- 
tution. Contributions to a museum main- 


Museum 


taining a regular faculty, curriculum, 
and student body qualify for the extra 
10% charitable Rev. Rul. 


55-219. 


limitation. 


Litigation expense to recover property 
net deductible. Litigation expenses to 
have a residuary trust declared void are 
not deductible but must be capitalized 
as expenses of perfecting title. Rev. 
Rul. 55-221. 


Mortgage interest on rental property 
treated as “other deductions.” A tax- 
payer electing the standard deduction 
could not also deduct mortgage interest 
on rental property where it was not 
shown that the proceeds of the mort- 
gage loan was used in connection with 
such property. Wharton v. U.S., DC 
Ala., 2/15/55. 


Expenses incurred for exempt group 
deductible only if it is charitable. A 
taxpayer who incurs unreimbursed trav- 
eling expenses for a tax-exempt civic 
league may not deduct them. The only 
expenses that are deductible are those 
incurred for charitable and educational 
institutions, contributions to which 
would be deductible. Rev. Rul. 55-151. 
Contributions to reserve officers’ asso- 
ciation not deductible. Pointing out that 
the Code allows deductions for contri- 
butions to associations for veterans who 
have served during wartime, the serv- 
ice holds this does not include all vet- 
erans organizations and specifically not 
reserve officers’ associations. Rev. Rul. 
55-156. 


Controller, hired at creditor's insistence, 
had indefinite not temporary job; lodg- 
ing not deductible. Taxpayer was hired, 
at the request of the bank who insisted 
that a man satisfactory to them be con- 
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troller as long as loans were outstand- 
ing. Taxpayer’s’ employment _ lasted 
about nine months. He was paid $250 
a month for living expenses. He did not 
move his family to this new job. The 
Tax Court finds that the employment 
was indefinite but not temporary. He 
could not deduct board, lodging, and 
travel to his home each weekend. Ed- 
ward W. Mathews, Jr.,. TCM 1955-61. 


Moving expenses are not deductible. 
Reimbursement from employer is tax- 
able. Expenses incurred by an employee 
in moving to a new job are not deduc- 
tible if costs are reimbursed by the 
new employer. The reimbursement is 
taxable income. (Compare with Rev. 
Rul. 54-429 JTAX, Nov., 64, hold- 
ing that reimbursement because of a 
transfer by an employer of moving 
costs incurred from one permanent 
station to another are not income to the 
employee.) Rev. Rul. 55-140. [Presum- 
ably the reason is that costs of a shift 
required by the employer are business 
expenses because necessary to keep the 
job; moving to take a new job is 
personal. Ed.] 


Cost of trip to Lourdes not medical 
expense. Taxpayer’s daughter went to 
Lourdes to visit the shrine, prior to 
an operation to remove a cancerous 
tumor on her leg, but before it was 
certain it had not spread. Conceding 
that the motive was to obtain spiritual 
help which might improve her physi- 
cal and mental condition, the Court 
holds that this is not medical treatment, 
and is therefore non-deductible. Vincent 
P. Ring, 23 TC No. 119. 


Electrical worker allowed board and 
travel on temporary jobs. During 1947, 
taxpayer worked nine months in Sche- 
nectady where he had been employed 
for two years, and for a few months 
in Troy and other towns. No board or 
travel is allowable in connection with 
the Schenectady job; but the others 
were temporary and such expenses are 
allowable. Albert P. Tiernan, TCM 
1955-59. 


Executive taxed on both cash received 
and deposits made as wagering income. 
Taxpayer cashed checks totaling some 
$11,000 in May and made a deposit of 
$23,000 in June. He admitted they 
represented gambling gains. The court 
held he had not proved that the de- 
posit included the checks; he was taxed 


on both. Losses allowed as 
taxpayer's cancelled checks. 
L. Sears, TCM 1955-53. 


shown by 
Gradwell 


High rent to daughter on land given 
her disallowed to parents. Taxpayer had 
been renting farmland for about $900 
a year. They purchased it and gave it 
as a gift to their daughter and paid her 
on a share crop basis some $19,000 in 
the year in question. The District Court 
sustained the disallowance. There was 
no business purpose for the transfer, 
Kirschenmann v. Westover, CA-9, 3/8/ 
55. 


Legal fees not community income where 
taxpayer's right to such fees were com- 
plete and vested (prior to the effective 
date of the Michigan Community Prop- 
erty Act (now repealed)). Although 
legal fees were not received by the tax- 
payer nor credited to his account prior 
to July 1, 1947 (the effective date of 
the Michigan Community Property 
Act) since the contracts for his services 
had been executed, the judgments ren- 
dered, all services entitling him to com- 
pensation had been performed, and the 
monies for the payment of the judg- 
ments were available, such fees were 
held to be his separate income. Robert 


M. Drysdale, TCM 1955-71. 


Compensation to prisoners of war for 
improper treatment by the enemy is 
not taxable. Payments made by the 
U.S. Government to a taxpayer as com- 
pensation for the improper treatment 
he received from the enemy while a 
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prisoner of war, is compensation for 
personal damages and non-taxable. Rev. 
Rul. 55-123. 


American citizen, working overseas in- 
definitely, is resident of a foreign coun- 
try. [Acquiescence.] Taxpayer, a U.S. 
citizen, in 1948 entered the employment 
of the Bechtel interests in Saudi Arabia. 
He worked there until 1951 when he 
was transferred to Lebanon. In 1952 
he was transferred by the same em- 
ployer to Venezuela. He vacationed in 
the U.S. for a month in 1949 and an- 
other in 1951. His wife, who remained 
in the U.S., had instituted divorce pro- 
ceedings. The IRS holds that for 1949 
the taxpayer was a bona fide resident of 
Saudi Arabia and that his actions re- 
flect an intent to stay away indefinitely. 
His income earned abroad is exempt 
from U.S. tax. Leonard H. Larsen, 23 
TC No. 79 Aca. IRB 1955-15, 6. 
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Minor trust tax problems solved by 


new Code, but major ones are created 


| pt FOR TAXATION of trusts and 

estates under the 1954 Code are 
no great cause for celebration, in the 
view of Paul E. Ferrier of Chicago. He 
sees some good small improvements, 


and analyzes them below. But he thinks. 


the new Code adds more problems than 
it solves, especially for trusts where tax 
saving is not the primary objective. Mr. 
Ferrier, who is vice-president, trust de- 
partment, First National Bank & Trust 
Co., Chicago, discussed these matters 
at the recent Oklahoma Institute on the 
Internal Revenue Code of 1954° from 
which we have drawn the following 
discussions which seemed to us to be 
particularly useful. 

The new law does purport to solve 
some alleged problems, though actually 
they were not problems to many of us 
in the trust business. For example, the 
new law tries to make clear that the 
trust is merely a conduit and that all 
retain the charac- 
teristics they had in the hands of the 
trusts. This really was a fact under the 
old law except that in two cases in the 
2nd Circuit (New York), the Court of 
Appeals got off the track. These cases 
really were not much of a problem since 
the Internal Revenue Service did not 
follow them. However, they seemed to 
bother some New York lawyers. 

In Johnston v. Helvering, 141 F. 2d 
208 (1944), a trustee had invested in a 
mortgage, was forced to foreclose, hold 
the property in an unproductive state 


distributions same 


| and finally sell it at a loss. Under state 


trust law, the income beneficiary was 
entitled to a portion of the proceeds of 
sale to compensate him for the loss of 
income. The court taxed the income 


| beneficiary with the amount received 


® Complete proceedings of this Institute are pub- 
lished by the Fallon Law Book Company, 443 
Fourth Avenue, New York 16, 8'/2 x 11 inches, 
plastic binding, 240 pages, $7.50. 


as ordinary income. If the conduit prin- 
ciple had been correctly applied, the 
beneficiary could not have been taxed 
with any income inasmuch as the trust 
had no taxable income. 

In McCullough v. Commissioner, 153 
F. 2d 345 (1946), the trustee pursuant 
to state law allocated a tax exempt 
stock dividend to the income beneficiary 
and the court held that in the hands 
of the beneficiary the item was taxable. 
The conduit theory was not observed. 

Under the new Code, a beneficiary 
will not be taxed with more than the 
amount he receives under the terms of 
the trust instrument and in no event 
will he be taxed with more than the 
taxable income of the trust. The term 
“distributable net income,” as defined 
in the new law, sets one limit, the other 
limit is set by the law of trusts. A bene- 
ficiary will be taxed on the lesser of the 
two. Under the 1954 Code, none of the 
proceeds of sale of the property in the 
Johnston case would have gone into 
the computation of distributable net 
income inasmuch as the trust had no 
taxable income. Even though there was 
an amount allocable to the beneficiary 
under the trust law, the distributable 
net income would be zero. 


Termination situation improved 


Another problem bothered our friends 
in New York. In that state a substantial 
part of the trustees’ fees are charged to 
the principal of the trust in the year of 
termination, but, of course, in the year 
a trust terminates a trust will have no 
income taxed to it so they found them- 
selves in a position of having a per- 
fectly good tax deduction, with no in- 
come from which it could be deducted. 
Fortunately, the rest of the country was 
not in quite so unhappy a position be- 
cause the New York fee problem seems 
to be more or less confined to that 
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state. Fortunately, their problem seems 
to be solved by Section 642(h) of the 
new Code. Under this section, excess 
deductions of the trustee, including un- 
used loss carryovers, are available as 
deductions by the beneficiaries succeed- 
ing to the trust property on termination 
of the trust. 

One problem which bothered all of 
us is supposed to be solved by the new 
law. That is the question of who pays 
the tax on capital gains when a trust 
terminates. Most of us thought the 
proper interpretation of the old law was 
that such capital gains were passed on 
to the beneficiary. This seems to be the 
case under the new Code. You will not 
find this in any specific provision of the 
new law but the Senate Finance Com- 
mittee report on the new law says: 

“However where the gains are ac- 
tually distributed to beneficiaries dur- 
ing the taxable year—for example in the 
year of termination of the trust—the 
gains are included in the computation 
of distributable income.” 

This makes the gains taxable to the 
distributee. It is well to note also what 
the Committee report says about deter- 
mining when a trust terminates. 

“The determination of whether a 
trust has terminated so that the provi- 
sions of this sub-chapter no longer ap- 
ply depends upon whether the prop- 
erty held in trust has been distributed 
to the persons entitled to succeed to the 
property upon termination of the trust, 
rather than upon the technicality of 
whether or not the trustee has rendered 
his final account.” 

The new law does not solve all prob- 
lems concerning capital gains in trusts. 
What happens to capital gains on a 
partial termination? How are capital 
gains taxed in trust annuity cases when 
the ordinary income of the trust is not 
sufficient to pay the annuity and prin- 
cipal is used to make up the deficit? 
I think I know the answer but if any- 
one can point to a provision of the Code 
which conclusively solves these prob- 
lems, I wish he would write me a letter. 


Tax exempt beneficiaries 


One further problem is supposed to 
be solved by the new Code. It deals 
with the unusual type of trust under 
which all the income is payable to a 
tax exempt charity while A, an indi- 
vidual, receives $5,000 per year as a 
principal distribution. Under the old 
law some bright Treasury man con- 
ceived the idea that it was not right to 
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let A get $5,000 per year tax free when 
the charity could not be taxed, so an 
attempt was made to charge him with 
some part of the income which went 
to the tax exempt charity. Obviously, 
such an idea was not in accord with the 
law but it did 
Government. 


mean revenue to the 

The new law throws out this concept. 
It divides beneficiaries into two groups 
and an order of priority is established. 
Payments to beneficiaries out of income 
the and if 
these amounts exhaust the distributable 
net fall in 
the second group are not taxed on their 
the extent that 
these amounts do not exhaust the dis- 


are taxed to beneficiaries 


income, beneficiaries who 


distribution. Only to 


tributable net income are beneficiaries 
in the second group taxed. 

Except for the problem relating to 
accumulated income and the problem 
of the Clifford type trusts, this is about 
all the 17 
plish. 


pages of the new law accom- 


The 65-day rule 

This brings us to the Dean case. Way 
back in 1939, a trust instrument could 
provide for the distribution of the cur- 
rent year’s income on the third day of 
Tanuary of the next year, provided the 
beneficiary was then living. In Com- 
missioner v. Dean, 102 F. 2d 699, the 
court held that since on December 31 
the beneficiary was unascertained, the 
income was taxable to the trust and 
that when the beneficiary received such 
income a few days later in the follow- 
ing year he received it tax paid. Thus, 
it was possible for the beneficiary who 
was in high income tax brackets to re- 
ceive income every year on which the 
tax had been paid in the lower tax 
bracket of the trust. 

In 1942, Congress reacted to this 
type of tax avoidance by adopting the 
65-day, 12-month rule in the old Code. 
Under this rule a distribution in the 
first 65 days of the year was treated as 
a distribution on the last day of the 
prior year. This dealt quite effectively 
with a Dean trust but other 
complications. It was possible to set up 
two trusts which provided for distribu- 
tion of income in alternate years after 
the 65th day. Although the so-called 
12-month rule was designed to take 
care of such an arrangement there was 
a limitation to the effect that the bene- 
ficiary was not required to include in 
his income any amount in excess of the 
current year’s income by reason of any 


raised 
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distribution of income for a 
period. 

While in actual administration, the 
1942 law fairly effectively stopped the 
tax avoidance involved in these situa- 
tions, there were many taxpayers who 
complained about the complexity of 
the 65-day rule and the theorists kept 
pointing out that large scale tax avoid- 
ance was still possible if taxpayers 
wanted to adopt slightly more compli- 
cated plans in the interests of saving 
taxes. 


prior 


The net result of all the complaining 
is the highly complex throw-back rule 
in the 1954 Code, which no ordinary 
taxpayer will understand and which 
with a little ingenuity will open the 
door wide to wholesale tax avoidance. 


The throw-back rule 

The problem arises in those 
trusts which in any year do not dis- 
tribute all of their income and then in 
a later year distribute more than the 
current Here the five-year 
throw-back rule comes into play. The 
rule is in effect for any year in which 
the current year’s distributions exceed 
by more than $2,000 the distributable 
net income of a trust reduced by in- 
come distributions which are required 
to be made currently. 

The $2,000 is not an exemption ap- 
plicable to all income. Where the ex- 
cess distributions amount to one cent 
more than $2,000 the entire amount is 
thrown back in inverse order to the five 
taxable years preceding the year of 
distribution and is treated successively 
as a distribution on the last day of each 
of those years to the extent that such 
amount exceeds the total undistributed 
net income for any taxable year inter- 
vening between the year of actual dis- 
tribution and the preceding year to 
which the excess is thrown back. Does 
this sound complicated? Let me assure 
you that it is even more complicated 
than it sounds. 


real 


income. 


The beneficiary is given credit for 
the tax paid by the trust on the income 
involved in the throw-back but the 
amount of the tax so credited to the 
beneficiary is in turn treated as an ad- 
ditional income distribution to the bene- 
ficiary for the year for which the tax 
was paid. However, the trust is denied 
a refund under any circumstances even 
if the tax it has paid exceeds the tax 
the beneficiary has to pay. 

For example, suppose that a trust 
accumulates. in each of the vears 1954 


to 1959, inclusive, $2,000 of taxabk 
income and that it pays $400 in income 
tax each year, leaving undistributed 
net income of $1,600 each year for the 
six year period. In 1960, in addition to 
distributing all its distributable net in- 
come for that year the trust distributes 
to a beneficiary the total accumulated 
income of $9,600. Income of $1,600 will 
be deemed to have been distributed to 
the beneficiary on the last day of each 
of the years 1955 to 1959 inclusive, a 
total of $8,000. (The throw-back only 
goes back five years.) In addition, the 
tax of $400 paid by the trust on undis- 
tributed net income for each of such 
five years will be deemed distributed to 
the beneficiary on the last day of each 
year, making total income distributions 
of $10,000. The beneficiary will include 
$10,000 in his 1960 income tax return 
along with all of his other income for 
1960. However, he will pay no greater 
tax on this $10,000 than he would if 
he had included $2,000 additional in 
his income tax return for each of the 
years 1955 to 1959 inclusive taking 
credit for the $400 per year income tax 
paid by the trust. I have, of course, 
greatly simplified this example but 
maybe it will give you the general idea. 

You will note that it will be necessary 
to recompute a beneficiary’s tax for 
each of the prior years (up to five) to 
which the income is thrown back in 
order to determine whether the bene- 
ficiary’s tax as so computed is less than 
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the tax computed by including the en- 
tire amount of the excess distributions 
as income in the year in which it was 
received. 


Throw-back rule and tax avoidance 

It is also necessary for the trustee to 
figure out the tax it has paid in the last 
five years on the income thrown back 
and advise the beneficiary. It is easy to 
see why I, as a representative of a 
trustee, object to this extremely compli- 
cated throw-back provision. It penal- 
izes the legitimate trust which is not 
concerned with tax avoidance but makes 
it easy for the tax conniver to reduce 
his taxes. 

Let me illustrate. Assume A has an 
adult son who is a black sheep, unable 
to settle down to work, something of 
a drinker, and just hasn’t grown up. 
A, hoping to straighten him out, creates 
a trust. The trust provides that the 
trustee has discretion to distribute the 
income or principal to the son when- 
ever he ‘demonstrates for a reasonable 
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period of time that he is capable of 
earning a living and conducts himself 
as a generally useful citizen. In the 
meantime, the income is to accumulate 
and be added to the principal. There is 
the usual gift-over to others on the 
death of the son without receiving dis- 
tribution of all the trust property. 

Through the incentive of this trust, 
the son turns over a new leaf, gets a 
iob, holds it, and conducts himself as 
a useful citizen for five years. The 
trustee, in recognition of this, distrib- 
utes the trust to him. The son is taxed 
just as if he had owned the property 
during the entire term of the trust. 

On the other hand, B is a tax schemer. 
He creates 10 trusts under which the 
trustee has discretion to pay out the 
income and principal to any one of 
many named beneficiaries, including his 
adult son, or to accumulate the income 
and add it to principal. The first year 
no income is distributed. Thereafter, in 
alternate years, every other trust dis- 
tributes its income, plus $2,000 of ac- 
cumulations to his son. In this way the 
son receives $10,000 of income tax paid 
every year. The throw-back does not 
apply because the excess distribution 
of each trust does not exceed $2,000 
in any year. 

I think you will agree that A’s trust is 
more worthy of tax consideration. It 
serves a useful trust purpose. Yet it is 
the trust that gets caught in the clutches 
of the throw-back, while B’s trusts 
which are just a tax avoidance scheme 
go free. There are many legitimate trust 
purposes for which income ought to be 
accumulated. Two are specifically ex- 
empt from the throw-back rule. First, 
there is exempt amounts paid as distrib- 
utable to a beneficiary as income ac- 
cumulated before his birth or before 
his attaining age 21. Second, there is 
exempt amounts paid to a beneficiary to 
meet his emergency needs. 
term, “emergency 
needs.” Is it an “emergency need” if I 
need money to take a vacation in Eu- 
rope? If not, then is it an “emergency 
need” if I spend all my money taking a 


That is a nice 


trip to Europe and now do not have 
money to buy food and shelter? I don’t 
know. Perhaps we can do a great deal 
with “emergency needs.” 

Another exemption is amounts paid 
to a beneficiary as a final distribution of 
the trust if the distribution is made 
more than nine years after the date of 
the last transfer to the trust. Here is a 
wide open road to the tax schemer who 
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can afford to postpone distributions for 
nine years. Through multiple trusts ter- 
minating serially after nine years it is 
possible to get tax paid income to a 
beneficiary without difficulty. Of course, 
one must be rich enough to be able to 
forego income for the nine years. The 
man with a modest estate who is trying 
to take care of his family probably 
cannot afford this plan. Perhaps the 
Democratic politicians were right in 
labeling this as a rich man’s tax bill, 
though I am sure they did not know 
about the throw-back rule. 

Another exemption of limited appli- 
cation is for amounts paid to a bene- 
ficiary at a specified age if (a) the total 
number of such distributions to him 
cannot exceed four, and (b) there is 
a period of at least four years between 
each such distribution. However, this 
exemption only applies to trusts in 
existence on January 1, 1954, 
such distributions are required by the 
specific terms of the instrument. 

It should noted that the 
throw-back rule applies only to income 


where 


also be 


accumulated in taxable years beginning 
after December 31, 1953. It does not 
apply to an estate during the period of 
administration. 

Of course, if you were practicing in 
the State of New York, all of this would 
be of little concern to you. New York 
State law does not permit income to 
be accumulated except during minority. 
Thus, the throw-back rule will never 
be applicable to a New York trust. | 
might add that New York lawyers and 
New York trust companies were very 
much in favor of the throw-back rule. 
It obviously places them in a_ better 
competitive position with respect to 
trust business. I have often wondered if 
it would not have been easier for them 
to have prevailed on the New York 
legislature to make their rule against ac- 
cumulations conform to the rest of the 
country. 

In one rather unusual case, the stat- 
ute gives no clue as to the application 
of the throw-back rule. Suppose we 
have a trust to accumulate the income 
during the life of A. On A’s death the 
trust continues on for the benefit of 
others but the accumulated income is 
payable to A’s estate. How can the in- 
come be thrown back for five years 
when the estate was not in existence? 

All in all, one wonders whether or 
not this cure of the evils of the Dean 
type trust is not considerably worse 
than the disease. 
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Statutory Clifford rule 


We come now to the statutory recog- 
nition of the Clifford doctrine. Under 
this doctrine, the income of certain ir- 
revocable trusts is taxed to the grantor 
because he has retained enough of the 
attributes of ownership to be consid- 
ered as the owner of the property not- 
withstanding the irrevocable nature of 
the trust. Short term trusts, control over 
beneficial enjoyment and broad admin- 
istrative control are factors involved. I 
need not point out that the original 
Clifford case (Helvering v. Clifford, 
309 U.S. 331) involved a combination 
of these factors and that the regulations 
issued subsequently went far beyond 
the concepts of the case itself. Neither 
do I need to comment on the fact that 
the courts have in many cases refused 
to uphold such regulations. Now, how- 
ever, we have statutory recognition of 
the doctrine. 

Under the new Code, Section 673, 
the grantor is taxed with the income of 
a trust if there is a reversion to the 
grantor which may occur within ten 
years. It is made clear, however, that 
if the reversion is only after the life of 
another the grantor is not taxed on the 
income, even though that other person’s 
life expectancy is less than 10 years. 
Further, if the beneficiary is a desig- 
nated school, hospital, or church, the 
period is reduced to two years. But be 
careful! Under Section 170, the char- 
itable deduction for such a trust is 
denied. This is a trap. Do not fall into 
it. 

Under Section 674, the grantor is 
treated as to owner of a trust if the 
beneficial enjoyment of the income or 
corpus is subject to a power of disposi- 
tion exercisable by the grantor or a 
nonadverse party. However, there nu- 
merous specified powers of control over 
the beneficial enjoyment which the 
grantor or others may have without 
requiring the income to be taxed to 
the grantor. On the whole, these excep- 
tions will take care of most legitimate 
trust purposes. For example, the grantor 
may have power to apply income to the 
support of his minor children (provided 
the income is not actually so applied). 
He may have power to change the bene- 
ficiaries after a ten-year period, cor- 
relating this with the reversionary inter- 
est problem just mentioned. He may 
have a power to appoint by will, except 
as to any accumulated income. He may 
have the power to allocate among 
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charitable beneficiaries. He may have 
power to distribute corpus provided it 
is limited by a reasonably definite stand- 
ard set forth in the trust instrument or 
is chargeable against the separate share 
of a beneficiary. He can have the power 
to withhold income provided the with- 
held income is ultimately payable to the 
beneficiary, his estate or appointees, or 
without these restrictions if only during 
legal disability of the beneficiary or 
during the period the beneficiary is 
under age 21. He can have the power 
to allocate receipts and disbursements 
as between corpus and income. 

I must not forget that boon to cor- 
which permits 
pendent trustees to have almost un- 


porate trustees inde- 
limited discretionary powers. However, 
in defining independent trustees, the 
concept of a “subservient trustee” is 
used. This is an innovation in trust law. 
Whoever heard of a subservient trustee 
who was not committing a breach of 
trust resulting in cause for removal and 
surcharge. There really isn’t any such 
thing as a “subservient trustee” in trust 
law. But there is in the tax law. Anyone 
of the following are called “related or 
subordinate” parties: spouse living with 
grantor, father, mother, issue, brother 
or sister, employee, corporation or em- 
ployee of a corporation in which the 
stock holdings of the grantor and the 
trust are significant from the viewpoint 
of voting control and a subordinate em- 
ployee of a corporation in which the 
grantor is an executive. Any such party 
is presumed to be subservient to the 
of the exercise or 
nonexercise of powers held by them 
“unless such party is shown not to be 


grantor in respect 


subservient by a preponderance of the 
evidence.” Fortunately, the presumption 
there would 
certainly be a constitutional problem. 

The administrative powers which the 


is rebuttable, otherwise 


grantor may not have more or less fol- 
low the old regulations. One curious 
result could follow from a literal read- 
ing of the statute. Suppose A transfers 
in trust stock of his company. Under the 
trust, the income is payable to B, with 
remainder to C. The trust instrument 
gives B the power to vote the stock 
and specifically states that this power 
of B is not a fiduciary power but can 
be exercised for B’s own benefit. Under 
a literal reading of the statute, the 
grantor, A, would be taxed with the 
income. I doubt if this result was in- 
tended. 


Finally, there is Section 678, which 


June 1955 


states that a person other than the 
grantor of a trust is to be taxed as the 
owner of the trust property if such 
person has the power to acquire the 
corpus or the income of the trust. In 
Mallinckrodt v. Honan (146 F. 2d 1) 
a son had the power to request the in- 
come of a trust created by his father 
and in the absence of such request the 
income was to be added to corpus. The 
son was held taxable on the income 
under old Section 22(a). A similar re- 
sult was reached in Emery v. Commis- 
sioner (156 F. 2d 728), where the wife 
of a grantor could obtain both income 
and corpus upon request. This so-called 
Mallinckrodt rule is now expressly in- 
corporated in the new Code. 

The language of this Section 678 is 
a little unfortunate. Consider this case. 
A has the power to request the income 
but, as in the Mallinckrodt case, he is 
limited to trust income. Capital gains 
are not trust income and he cannot 
under circumstances get them. 
They are added to corpus and under 
the terms of the trust eventually go to 
X. Obviously, A should not be taxed 
with those capital gains. However, be- 
cause Section 678 specifically treats A 
as the owner of the property it could 
be argued that he is taxable with those 
capital gains. Certainly, the owner of 
property is taxed with capital gains 
applicable to such property. 

The same argument could be made 
as to Section 674, where the grantor is 
taxed as the “owner” of the property 
if he has a power over the income. This 
would seem to tax to the grantor the 
capital gains of an irrevocable trust 
where the grantor retained only the 
income therefrom. It is to be hoped that 


any 


regulations will avoid the constitutional 
problem of taxing income to a person 
who can never get that income and 
who has absolutely no control over it. 


On the whole, the statutory recogni- 
tion of the Clifford and Mallinckrodt 
doctrines continues the same dangers 
involved in using family trustees as was 
true under the old regulations. Perhaps, 
as a representative of a corporate trus- 
tee, I should not object to this. There is 
no denying the fact that these doctrines 
have placed considerable business in 
the hands of corporate trustees which 
might not have gone there in the first 
instance. However, I consider any law 
dangerous which forces one to make 
an unnatural choice and there is cer- 
tainly a proper place in the trust world 
for the family trustee. 


Conclusion 

We can be grateful, however, that 
all of the rules with respect to Clifford 
and Mallinckrodt trusts are now con- 
tained in Subpart E of Part I of Sub- 
chapter J of Chapter 1 of the Internal 
Revenue Code of 1954. No longer need 
we be concerned with possible exten- 
sions of the tax to individuals under 
the equivalent of the old Section 22 (a). 
Section 671 of the new Code provides 
in part as follows: 

“No items of a trust shall be in- 
cluded in computing the taxable income 
and credits of the grantor or of any 
other person solely on the grounds of 
his dominion and control over the trust 
under Section 61 (relating to definition 
of gross income) or any other provision 
of this title, except as specified in this 
subpart.” 

This at least is a victory for the tax- 
payer even if many of the provisions 
of the subpart are victories for the 
Government. Perhaps through future 
amendments the burdens upon legiti- 
mate trusts not primarily concerned 
with tax avoidance will be eased and 
legislation will be directed solely at 
those who use trusts for tax avoidance. 





Benficiary of trust may deduct property 
taxes assessed against the corpus. (Non- 
acquiescences withdrawn.) The com- 
missioner has withdrawn his non-acqui- 
escences in two cases involving the 
issue of whether the beneficiary of a 
trust may deduct property taxes assessed 
against the corpus of the trust. In each 
case the taxes were assessed against the 
corpus of the trust prior to and paid 
subsequent to its distribution upon ter- 


the trusts. The state 
statutes in each case were substantially 
similar and left the conclusion with the 
court that the respective tax obligations 
were essentially those of the benefi- 
ciaries. Estate of John Edgerly Morrell, 
43 BTA 65 Martin Thomas O’Brien, 
non. acq. withdrawn, 47 BTA 561. 
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Surviving wife taxable on half com- 
munity income during administration. 
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The majority upholds the Tax Court in 
determining that the decedent hus- 
band’s estate was taxable on only half 
the income from community property 
during administration. This is based on 
the Texas law that the community ends 
with the spouse’s death, and the execu- 
tors act merely as agents for the wife 
in collecting her half of the income. 
One concurring opinion would ex- 
pressly hold that the Barbour case (89F 
2d 474) has been overruled. One dis- 
sent; the majority should make it clear 
whether there is an option here. This 
judge would follow the general rule on 
estate and tax the income to the fidu- 
ciaries on the ground that the surviv- 
ing spouse has a right to income only 
when distributed. A deduction should 
be allowed the estate for income paid 
over. Sneed v. Comm., CA-5, 3/11/55. 


Beneficiary’s basis for property received 
for share of income is his cost. Tax- 
payer was entitled to receive in 1923 
one-fifth of the income accumulated by 
a trust his father created in an auto- 
mobile business. The trustee incorpo- 
rated the business, and taxpayer ac- 
cepted stock of the corporation in satis- 
faction of his claim. The Commissioner 
argued that the taxpayer’s basis for these 
shares, sold in 1948, was the trustee’s 
The Court holds that since they 
acquired in satisfaction of a 
money claim, taxpayer, in effect, pur- 
chased them. Their basis is his cost; 
i.e., the one-fifth of income given for 
them. Lindsay C. Howard, 23 TC No. 
121. 


basis. 


were 


Trust does not realize income by dis- 
tribution of appreciated corpus. The 
will creating the trust provided that the 
beneficiary, at a certain age, was to re- 
ceive one-quarter of the then value of 
the corpus, in cash or in kind. The trus- 
distribute securities 
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Tax supervisor, CPA, New York; head of 
tax dept CPA firm eight years; seeks po- 
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gan area oe a Age 25; Box 632 


worth about twice their value at date 
of death; the trustee will not here 
satisfy a pecuniary obligation by dis- 
tributing securities with a lower basis, 
as happened in the cases in which the 
trustee was held to have realized in- 
come by distribution. This distribution 
is tax-free; the beneficiary’s basis is the 
basis in the hands of the trustee, i.e., 
the value at date of death. Rev. Rul. 
55-117. 


No dedution for payment to charity 
from residue. Under an agreement 
settling a will contest, it was agreed 
that the residue of the estate should in- 
clude net income. Certain charities 
shared in the distribution of the residue. 
However, no deduction for charitable 
contributions is allowable in computing 
the income tax of the estate because 
the settlement agreement, treated as 
though it were the will, does not pro- 
vide for distribution of income to the 
charities. They did not receive it in 
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satisfaction of a claim for income. 


Rul, 55-122. 


Beneficiaries have income from trust's 
“salvage operation” in year of non dis- 
tribution. Taxpayers were income bene- 
ficiaries of a trust which had in 1941 
foreclosed on a mortgage it held and 
operated the property until sold (at a 
loss) in 1946. In 1948 the local court 
(Pa.) approved an allocation of the 
proceeds of sale under the state law 
providing for payment to the income 
beneficiaries to recompense them for 
income lost while the trust operated 
the property rather than sell at a dis- 
tress price. The Commissioner assessed 
tax in 1948. The Tax Court holds that 
the income was distributable in 1947 
(though not distributed) and is there- 
fore taxable in 1947. In view of this 
finding, the Court does not consider the 
question whether the item was taxable 
income. Thomas B. Wanamaker, TCM 
1955-65. 
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